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I. INTRODUCTION

The Medicare program has two components. Hospital Insurance (HI),
or Medicare Part A, helps pay for hospital, home health, skilled
nursing facility, and hospice care for the aged and disabled.
Supplementary Medical Insurance (SMI) consists of Medicare Part B
and Part D. Part B helps pay for physician, outpatient hospital, home
health, and other services for the aged and disabled who have
voluntarily enrolled. Part D provides subsidized access to drug
insurance coverage on a voluntary basis for all beneficiaries and
premium and cost-sharing subsidies for low-income enrollees.
Medicare also has a Part C, which serves as an alternative to
traditional Part A and Part B coverage. Under this option,
beneficiaries can choose to enroll in and receive care from private
“Medicare Advantage” and certain other health insurance plans that
contract with Medicare. The costs for such beneficiaries are generally
paid on a prospective, capitated basis from the HI and SMI Part B
trust fund accounts.

The Medicare Board of Trustees was established under the Social
Security Act to oversee the financial operations of the HI and SMI
trust funds.! The Board comprises six members. Four members serve
by virtue of their positions in the Federal Government: the Secretary
of the Treasury, who is the Managing Trustee; the Secretary of Labor;
the Secretary of Health and Human Services; and the Commissioner
of Social Security. Two other members are public representatives who
are appointed by the President, subject to confirmation by the Senate.
Currently, these positions are vacant and the President’s nominees
await Senate confirmation hearings. The Administrator of the
Centers for Medicare & Medicaid Services (CMS) is designated as
Secretary of the Board.

The Social Security Act requires that the Board, among other duties,
report annually to the Congress on the financial and actuarial status
of the HI and SMI trust funds. The 2010 report is the 45th to be
submitted.

The release of this report has been delayed from its normal schedule
to allow incorporation of the effects of the Patient Protection and
Affordable Care Act, as amended by the Health Care and Education
Reconciliation Act of 2010. This legislation, referred to collectively as
the “Affordable Care Act” or ACA, contains roughly 165 provisions

!Technically, separate boards are established for HI and SMI. Because both boards
have the same membership, for convenience they are collectively referred to as the
Medicare Board of Trustees in this report.
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affecting the Medicare program by reducing costs, increasing
revenues, improving certain benefits, combating fraud and abuse, and
initiating a major program of research and development for
alternative provider payment mechanisms, health care delivery
systems, and other changes intended to improve the quality of health
care and/or reduce its costs to Medicare. The key changes introduced
by the Affordable Care Act are summarized in Appendix A.

The Affordable Care Act improves the financial outlook for Medicare
substantially. However, the effects of some of the new law’s
provisions on Medicare are not known at this time, with the result
that the projections are much more uncertain than normal, especially
in the longer-range future. For example, the ACA initiative for
aggressive research and development has the potential to reduce
Medicare costs in the future; however, as specific reforms have not
yet been designed, tested, or evaluated, their ability to reduce costs
cannot be estimated at this time, and thus no specific savings have
been reflected in this report for the initiative.

Another important example involves lower payment rate updates to
most categories of Medicare providers in 2011 and later. These
updates will be adjusted downward by the increase in productivity
experienced in the economy overall. Since the provision of health
services tends to be labor-intensive and is often customized to match
individuals’ specific needs, most categories of health providers have
not been able to improve their productivity to the same extent as the
economy at large. Over time, the productivity adjustments mean that
the prices paid for health services by Medicare will grow about
1.1 percent per year more slowly than the increase in prices that
providers must pay to purchase the goods and services they use to
provide health care services. Unless providers could reduce their cost
per service correspondingly, through productivity improvements or
other steps, they would eventually become unwilling or unable to
treat Medicare beneficiaries.

It is possible that providers can improve their productivity, reduce
wasteful expenditures, and take other steps to keep their cost growth
within the bounds imposed by the Medicare price limitations.
Similarly, the implementation of payment and delivery system
reforms, facilitated by the ACA research and development program,
could help constrain cost growth to a level consistent with the lower
Medicare payments. These outcomes are far from certain, however.
Many experts doubt the feasibility of such sustained improvements
and anticipate that over time the Medicare price constraints would
become unworkable and that Congress would likely override them,
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much as they have done to prevent the reductions in physician
payment rates otherwise required by the sustainable growth rate
formula in current law.

The annual report to Congress on the financial status of Medicare
must be based on current law. In this report, the productivity
adjustments are assumed to occur in all future years, as required by
the Affordable Care Act. In addition, reductions in Medicare payment
rates for physician services, totaling 30 percent over the next 3 years,
are assumed to be implemented as required under current law,
despite the virtual certainty that Congress will continue to override
these latter reductions.

In view of the factors described above, it is important to note that the
actual future costs for Medicare are likely to exceed those shown by
the current-law projections in this report. We recommend that the
projections be interpreted as an illustration of the very favorable
financial outcomes that would be experienced if the productivity
adjustments can be sustained in the long range—and we caution
readers to recognize the great uncertainty associated with achieving
this outcome. Where possible, we illustrate the potential
understatement of Medicare costs and projection results by reference
to an alternative projection that assumes—for purposes of illustration
only—that the physician fee reductions are overridden and that the
productivity adjustments are gradually phased out over the 15 years
starting in 2020.2

The differences between the current-law projections and the
illustrative alternative are substantial, although both represent a
sizable improvement in the financial outlook for Medicare compared
to the law in effect prior to the Affordable Care Act. This difference in
outlook serves as a compelling reminder of the importance of
developing and implementing further means of reducing health care
cost growth in the coming years. The ACA provides the opportunity to
help meet the challenge of slowing health care cost growth and to do
so without the need for further legislation. The projections in this
report provide an unequivocal incentive to pursue this effort
vigorously.

2At the request of the Trustees, the Office of the Actuary at CMS has prepared an
illustrative set of Medicare trust fund projections under this theoretical alternative to
current law. These projections are available at http://www.cms.gov/ActuarialStudies/
Downloads/2010TRAlternativeScenario.pdf. No endorsement of the illustrative
alternative to current law by the Trustees, CMS, or the Office of the Actuary should be
inferred.
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Because our knowledge of the potential long-range effects of the
productivity adjustments to Medicare payment updates is so limited,
the Board of Trustees is convening an independent panel of expert
actuaries and economists to consider these issues and to help develop
growth rate assumptions for future annual reports.



Highlights
Il. OVERVIEW
A. HIGHLIGHTS

The major findings of this report under the intermediate set of
assumptions are summarized below. Each of these findings is
described in more detail in the “Overview” and “Actuarial Analysis”
sections.

In 2009

In 2009, 46.3 million people were covered by Medicare: 38.7 million
aged 65 and older, and 7.6 million disabled. About 24 percent of
beneficiaries have chosen to enroll in Part C private health plans that
contract with Medicare to provide Part A and Part B health services.
Total benefits paid in 2009 were $502 billion. Income was
$508 billion, expenditures were $509 billion, and assets held in
special issue U.S. Treasury securities were $381 billion.

Short-Range Results

The financial status of the HI trust fund is substantially improved by
the lower expenditures and additional tax revenues instituted by the
Affordable Care Act. These changes are estimated to postpone the
exhaustion of HI trust fund assets from 2017 under the prior law to
2029 under current law and to 2028 under the alternative scenario.
Despite this significant improvement, however, the fund is still not
adequately financed over the next 10 years. HI expenditures have
exceeded income annually since 2008 and are projected to continue
doing so under current law through 2013. Beginning in 2014, trust
fund surpluses are estimated to occur throughout the short-range
projection period and for several years thereafter. The shortfalls
projected for the next 4 years can be met by redeeming trust fund
assets, which at the beginning of 2010 were $304 billion, but the asset
balance would fall below the Trustees’ recommended minimum level
starting in 2012 under the intermediate assumptions. The HI trust
fund has not met the Trustees’' formal test of short-range financial
adequacy since 2003.

The SMI trust fund is adequately financed over the next 10 years and
beyond because premium and general revenue income for Parts B and
D are reset each year to match expected costs. However, further
Congressional overrides of scheduled physician fee reductions,
together with an existing “hold-harmless” provision restricting
premium increases for most beneficiaries, could jeopardize Part B
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solvency and require unusual measures to avoid asset depletion. In
particular, without legislation, Part B premiums payable in 2011 and
2012 by new enrollees, high-income enrollees, and State Medicaid
programs (on behalf of low-income enrollees) will probably have to be
raised significantly above normal requirements to offset the loss of
revenues caused by the hold-harmless provision, raising serious
equity issues.

Part B costs have been increasing rapidly, having averaged
8.3 percent annual growth over the last 5 years, and are likely to
continue doing so. Under current law, an average annual growth rate
of 4.8 percent is projected for the next 5years. This rate is
unrealistically constrained due to multiple years of physician fee
reductions that would occur under current law, including a scheduled
reduction of 23 percent for December of 2010. If Congress continues to
override these reductions, as they have for 2003 through November of
2010, the PartB growth rate would instead average roughly
8 percent. For Part D, the average annual increase in expenditures is
estimated to be 9.4 percent through 2019. The U.S. economy is
projected to grow at an average annual rate of 5.1 percent during this
period, significantly more slowly than Part D and the probable
growth rate for Part B.

The difference between Medicare’s total outlays and its “dedicated
financing sources” is estimated to reach 45 percent of outlays in fiscal
year 2010, the first year of the projection. This threshold is reached
much earlier than projected in previous reports primarily due to
lower HI payroll taxes in 2010. Based on this result, the Board of
Trustees is required to issue a determination of projected “excess
general revenue Medicare funding” in this report. This is the fifth
consecutive such finding, and it again triggers a statutory “Medicare
funding warning,” indicating that Federal general revenues are
becoming a substantial share of total financing for Medicare. The law
directs the President to submit to Congress proposed legislation to
respond to the warning within 15 days after the date of the Budget
submission for the succeeding year.

Long-Range Results

For the 75-year projection period, the HI actuarial deficit has
decreased from 3.88 percent of taxable payroll, as shown in last year’s
report, to 0.66 percent of taxable payroll, principally because the far-
reaching effects of the Affordable Care Act reduce the actuarial deficit
by 3.16 percent. However, this substantial improvement depends
partly on the long-range feasibility of downward adjustments to

6
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increases in payment rates for all categories of HI providers in all
future years. In the context of today's health care system, these
reductions would probably not be viable indefinitely into the future
and would likely result in HI payment rates that would eventually
become inadequate to compensate providers for their costs of treating
beneficiaries, with adverse implications for beneficiary access to care.
Under the illustrative alternative scenario, which assumes that the
lower price updates are gradually phased out over 15 years starting
in 2020, then about 60 percent of the full ACA savings would still be
realized, and the HI actuarial deficit would be 1.91 percent of taxable
payroll. The difference between the current-law and illustrative
alternative HI projections underscores the importance of finding
innovative new methods of delivering and paying for health care that
improve quality of outcomes and achieve better cost efficiency. The
Affordable Care Act institutes a major new program of research and
development, which could lead to such results. Until specific methods
have been designed, tested, and implemented, however, it is likely
that the current-law projections for the HI trust fund (and SMI Part
B as well) substantially understate the future cost of the program.

Part B outlays were 1.5 percent of GDP in 2009 and are projected to
grow to about 2.5 percent by 2084. These cost projections are
understated as a result of the substantial reductions in physician
payments that would be required under current law and are further
understated if the reductions in future price updates for most other
Part B providers are not feasible. Actual future Part B costs will
depend on the steps Congress might take to address these situations
but under the illustrative alternative projections, Part B costs would
be 5.2 percent of GDP in 2084, and would exceed the current-law
projections by 22 percent in 2019, by 40 percent for 2030, and by
112 percent in 2084.

Part D outlays are estimated to increase from 0.4 percent of GDP in
2009 to about 1.8 percent by 2084. These outlay projections are
slightly lower than those shown in last year’'s report principally
because of lower-than-expected spending in 2008 and 2009 as well as
a reduction in the projected growth in prescription drug spending in
the U.S. for the next 10 years. The lower Part D expenditures due to
these factors are mostly offset by the cost of filling in the coverage gap
(or “donut hole™), as provided for by the Affordable Care Act.

Conclusion

The financial outlook for the Medicare program is substantially
improved as a result of the far-reaching changes in the Patient

7
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Protection and Affordable Care Act. In the long range, however, much
of this improvement depends on the feasibility of the ACA’s
downward adjustments to future increases in Medicare prices for
most categories of health care providers. The development and
implementation of new models for delivering and paying for health
care have the potential to reduce cost growth rates to the level
established by the statutory price updates, but specific outcomes
cannot be assessed at this time.

Total Medicare expenditures were $509 billion in 2009 and are
projected under current law to increase in future years at a somewhat
faster pace than either workers’ earnings or the economy overall. As a
percentage of GDP, expenditures are estimated to increase from
3.5 percent in 2009 to 6.4 percent by 2084 (based on our intermediate
set of assumptions). If Congress continues to override the statutory
decreases in physician fees, and if the reduced price increases for
other health services under Medicare become unworkable and do not
take effect in the long range, then Medicare spending would instead
represent roughly 11.0 percent of GDP in 2084. (This compares to
11.4 percent as shown in last year’'s report under the prior law.)
Growth of this magnitude, if realized, would substantially increase
the strain on the nation's workers, the economy, Medicare
beneficiaries, and the Federal Budget.

HI tax income and other dedicated revenues are expected to fall short
of HI expenditures in most future years. The magnitude of the
shortfalls is reduced substantially by various Affordable Care Act
provisions, with the result that trust fund assets can be redeemed at
a slower rate, postponing the depletion of the fund by about 12 years
compared to prior law. Although much improved, the HI trust fund
still does not meet the short-range test of financial adequacy. In the
long range, projected HI expenditures and scheduled tax income are
much closer to balancing because of the new legislation, if the slower
price updates can be continued indefinitely. If not, and prices are
increased, then HI income and expenditures will remain substantially
out of balance. Under either scenario, the trust fund does not meet
the test of long-range close actuarial balance.

The Part B and Part D accounts in the SMI trust fund are adequately
financed under current law, since premium and general revenue
income are reset each year to match expected costs. Such financing,
however, would have to increase faster than the economy to match
expected expenditure growth under current law. Absent legislation, it
will probably be necessary to significantly raise Part B premiums for
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a subset of beneficiaries in 2011 and 2012 to ensure adequate
program financing.

The Affordable Care Act has introduced important changes to the
Medicare program that are designed to reduce costs, increase
revenues, expand the scope of benefits, and encourage the
development of new systems of health care delivery that will improve
health outcomes and cost efficiency. The financial projections in this
report indicate a need for additional steps to address Medicare’s
remaining financial challenges. Consideration of further reforms
should occur in the near future. The sooner solutions are enacted, the
more flexible and gradual they can be. Moreover, the early
introduction of reforms increases the time available for affected
individuals and organizations—including health care providers,
beneficiaries, and taxpayers—to adjust their expectations. We believe
that prompt action is necessary to address both the exhaustion of the
HI trust fund and the anticipated excess growth in HI, SMI Part B,
and SMI Part D expenditures.
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B. MEDICARE DATA FOR CALENDAR YEAR 2009

HI and SMI have separate trust funds, sources of revenue, and
categories of expenditures. Table II.B1 presents Medicare data for
calendar year 2009, in total and for each part of the program. The
largest category of HI expenditures is inpatient hospital services,
while the largest SMI expenditure categories are physician services
and prescription drugs. Payments to private health plans for
providing Part A and Part B services represented about one-fourth of
total A and B benefit outlays.

Table 1.B1.—Medicare Data for Calendar Year 2009

SMI
Hl or Part A Part B Part D Total
Assets at end of 2008 (billions) $321.3 $59.4 $0.9 $381.6
Total income $225.4 $221.9 $60.9 $508.2
Payroll taxes 190.9 — — 190.9
Interest 15.3 3.0 0.0 18.3
Taxation of benefits 12.4 — — 12.4
Premiums 29 56.0 6.3 65.2
General revenue 1.9 162.8 471 211.7
Transfers from States — — 7.6 7.6
Other 2.1 0.1 — 2.2
Total expenditures $242.5 $205.7 $60.8 $509.0
Benefits 239.3 202.6 60.5 502.3
Hospital 133.9 30.5 — 164.4
Skilled nursing facility 26.3 — — 26.3
Home health care 7.3 1.4 — 18.6
Physician fee schedule services — 62.5 — 62.5
Private health plans (Part C) 59.4 53.4 — 112.7
Prescription drugs — — 60.5 60.5
Other 12.5 449 — 57.4
Administrative expenses $3.2 $3.1 $0.3 $6.7
Net change in assets -$17.1 $16.2 $0.1 -$0.7
Assets at end of 2009 $304.2 $75.5 $1.1 $380.8
Enrollment (millions)
Aged 38.3 36.0 n/a 38.7
Disabled 7.6 6.8 n/a 7.6
Total 46.0 42.8 334 46.3
Average benefit per enrollee $5,205 $4,728 $1,810 $11,743

Notes: 1. Totals do not necessarily equal the sums of rounded components.
2. “n/a” indicates data are not available.

For HI, the primary source of financing is the payroll tax on covered
earnings. Employers and employees each pay 1.45 percent of wages,
while self-employed workers pay 2.9 percent of their net income.
Starting in 2013, high-income workers will pay an additional
0.9 percent tax on their earnings above an unindexed threshold
($200,000 for single taxpayers and $250,000 for married couples).
Other HI revenue sources include a portion of the Federal income
taxes that people pay on their Social Security benefits, as well as
interest paid on the U. S. Treasury securities held in the HI trust
fund.

10
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For SMI, transfers from the general fund of the Treasury represent
the largest source of income and currently cover about 79 percent of
program costs. Also, beneficiaries pay monthly premiums for Parts B
and D that finance a portion of the total cost. As with HI, interest is
paid on the U. S. Treasury securities held in the SMI trust fund.
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C. ECONOMIC AND DEMOGRAPHIC ASSUMPTIONS

Future Medicare expenditures will depend on a number of factors,
including the size and composition of the population eligible for
benefits, changes in the volume and intensity of services, and
increases in the price per service. Future HI trust fund income will
depend on the size and characteristics of the covered work force and
the level of workers’ earnings, and future SMI trust fund income will
depend on projected program costs. These factors will depend in turn
upon future birth rates, death rates, labor force participation rates,
wage increases, and many other economic and demographic
circumstances affecting Medicare. To illustrate the uncertainty and
sensitivity inherent in estimates of future Medicare trust fund
operations, projections have been prepared under a “low-cost” and a
“high-cost” set of economic and demographic assumptions as well as
under an intermediate set.

Table II.C1 summarizes the key assumptions used in this report.
Many of the demographic and economic variables that determine
Medicare costs and income are common to the Old-Age, Survivors,
and Disability Insurance (OASDI) program and are explained in
detail in the report of the OASDI Board of Trustees. These variables
include changes in the Consumer Price Index (CPI) and wages, real
interest rates, fertility rates, mortality rates, and net immigration
levels. (“Real” indicates that the effects of inflation have been
removed.) The assumptions vary, in most cases, from year to year
during the first 5 to 30 years before reaching their “ultimate” values
for the remainder of the 75-year projection period. Other assumptions
are specific to Medicare.

The economic assumptions reflect the current economic recession,
which has had a significant impact on GDP growth, wage increases,
and inflation levels. Real economic growth resumed in the third
quarter of 2009, but the unemployment rate has remained relatively
high to date. In last year’s report, the economy was projected to
return to full-employment levels in 2015. The assumptions for this
year’s report reflect the higher unemployment and lower wages that
actually occurred in 2009, and the projected recovery to a stable full-
employment path is now completed in 2017. The deeper and longer-
lasting trough in economic activity results in lower employment and
taxable earnings over the short-range period. Offsetting this effect,
compared to last year’s report, the growth in inflation and average
hourly earnings are lower during the first 10 years of the projection
period, resulting in slower growth for Medicare payment rates
relative to taxable payroll. The assumed impact of the recession on

12
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the key economic factors is described in more detail in the OASDI
annual report.

As with all of the assumptions underlying the Trustees’ financial
projections, the Medicare-specific assumptions are reviewed annually
and updated based on the latest available data and analysis of trends.
In addition, the assumptions and projection methodology are subject
to periodic review by independent panels of expert actuaries and
economists. The most recent such review was conducted by the 2004
Medicare Technical Review Panel, which issued its findings in
December 2004.

Table 1.C1.—Ultimate Assumptions

Intermediate Low-Cost High-Cost
Economic:
Annual percentage change in:
Gross Domestic Product (GDP) per capita’ 4.1 3.5 4.6
Average wage in covered employment 4.0 3.6 4.4
Private non-farm business multifactor product|V|ty 1.1 1.3 0.9
Consumer Price Index (CPI) . 2.8 1.8 3.8
Real-wage differential (percent). 1.2 1.8 0.6
Real interest rate (percent) 2.9 3.6 2.1
Demographic:
Total fertility rate (children per woman).............ccc....... 2.00 2.30 1.70
Average annual percentage reduction in total
age-sex adjusted death rates from 2034 to 2084 ..... 0.77 0.35 1.24
Net annual immigration:
Legal 750,000 960,000 560,000
Other.. 275,000 345,000 210,000
Health cost growth:
Annual percentage change in per beneficiary
Medicare expenditures (excluding demographic
impacts)’
4.02 3 3
4.0° ° °
5.1 ° °

"The assumed ultimate increases in per capita GDP and per beneficiary Medicare expenditures can also
be expressed in real terms, adjusted to remove the impact of assumed inflation growth. When adjusted
by the chain-weighted GDP price index, assumed real per capita GDP growth is 1.5 percent, and real
per beneficiary Medicare cost growth is 1.4 percent, 1.4 percent, and 2.5 percent for Parts A, B, and D,
respectlvely

2Cost growth assumptions in the last 50 years of the projection vary year by year and follow a smooth
downward path. See text for the basis of these assumptions.

®See section II1.B for further explanation.

The assumed long-range rate of growth in annual Medicare
expenditures per beneficiary is one of the most critical determinants
of the projected cost of Medicare-covered health care services in the
more distant future. For the 2001-2005 Trustees Reports, the
increase in average expenditures per beneficiary for the 25th through
75th years of the projection was assumed to equal the growth in per

13



Overview

capita GDP plus 1 percentage point.? This assumption was
recommended by the 2000 Medicare Technical Review Panel. With
the inclusion of infinite-horizon projections starting in the 2004
Trustees Report, per beneficiary expenditures after the 75th year
were assumed to increase at the same rate as per capita GDP. The
2004 Technical Review Panel recommended that these assumptions
continue to be used, given the limits of current knowledge, but that
further research also be conducted.

Four years ago the Board of Trustees adopted a slight refinement of
the long-range growth assumption that provided a more gradual
transition from current health cost growth rates, which have been
roughly 2 to 3 percentage points above the level of GDP growth, to the
ultimate assumed level of GDP plus zero percent just after the
75thyear and for the indefinite future. The year-by-year growth
assumptions were based on a simplified economic model and were
determined in a way such that the 75-year actuarial balance for the
HI trust fund was consistent with that generated by the “GDP plus
1 percent” assumption. An independent group of experts in health
economics and long-range forecasting reviewed the model and advised
that its use for this purpose was appropriate.

This same approach is used to establish “baseline” long-range growth
rate assumptions for the 2010 Medicare Trustees Report, prior to the
incorporation of the provisions of the Affordable Care Act. Under the
economic model, in 2034 the pre-ACA growth rate for all Medicare
services 1s assumed to be about 1.3 percentage points above the rate
of GDP growth for that year (before demographic impacts). This
differential gradually declines to about 0.8 percentage point in 2054
and to 0.3 percentage point in 2084.4 Compared to a constant “GDP
plus 1 percent” assumption, the pre-ACA baseline growth assumption
is initially higher but subsequently lower. Beyond 75 years, the
assumed baseline growth rate is GDP plus zero percent.

As noted in the introduction to this report, the Affordable Care Act
permanently modifies the annual increases in Medicare payment
rates for most categories of health service providers. Such payment
updates for 2011 and later will be reduced by the 10-year moving
average increase In private, non-farm business multifactor

3This assumed increase in the average expenditures per beneficiary excludes the
impacts of the aging of the population and changes in the gender composition of the
Medicare population, which are estimated separately.

4The cost growth assumptions thus follow a smooth, downward path over the last
50 years of the projection rather than remaining constant.
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productivity. All HI (Part A) providers are affected by this
adjustment, and the long-range cost growth rate for HI under current
law is set equal to the baseline assumptions established prior to
enactment of the ACA, as described above, minus the increase in
economy-wide multifactor productivity. On average, the resulting
long-range growth assumption for HI is the increase in per capita
GDP plus 1 percent, minus the productivity factor (1.1 percent), or
4.0 percent per year under the intermediate assumptions.

For SMI Part B, certain provider categories—for example, outpatient
hospitals, ambulatory surgical centers, diagnostic laboratories, and
most other non-physician services—are affected by the productivity
adjustment. These services have the same assumed long-range
growth rate as the HI services. Average physician expenditures per
beneficiary are increased at approximately the rate of per capita GDP
growth, as required (on average) by the sustainable growth rate
formula in current law. All other outlays, which constitute about
16.8 percent of total Part B expenditures in 2019, have an assumed
average growth rate of per capita GDP plus 1 percent. The weighted
average growth rate for Part B is 4.1 percent per year. The
productivity adjustments do not affect Part D, and therefore the
growth assumption continues to be based on GDP plus 1 percent, or
5.1 percent on average in the long range.

The ultimate long-range growth rate assumptions for the HI and SMI
Part B projections under an illustrative alternative to current law are
based on the GDP + 1 percent assumption without modification.

The long-range implications of the productivity adjustments are very
uncertain but could have serious consequences for the Medicare
program. The basis for the Medicare cost growth rate assumptions,
described above, has been chosen primarily to incorporate the ACA
provisions in a simple, straightforward manner in part due to
consideration of this uncertainty and in part due to the difficulty of
modeling such consequences. The potential effects of sustained slower
payment increases on provider participation; beneficiary access to
care; utilization, intensity, and quality of services; and other factors
are purposely not considered at this time. Similarly, the possible
changes in payment mechanisms, delivery systems, and other aspects
of health care that could arise in response to the payment limitations
and the ACA-directed research activities are not modeled. The Board
of Trustees is convening an independent panel of expert actuaries and

5“Multifactor productivity” is a measure of real output per combined unit of labor and
capital, reflecting the contributions of all factors of production.
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economists to consider these issues and to help develop optimal
growth rate assumptions for future annual reports. In addition,
consistent with the recommendations of the 2000 and 2004 Technical
Panels, further research is being conducted on long-range health cost
growth trends generally.

As in the past, detailed growth rate assumptions are established for
the next 10 years by individual type of service (for example, inpatient
hospital care, physician services, etc.), reflecting recent trends and
the impact of all provisions of the Affordable Care Act (as well as
other applicable statutory provisions). For each of Parts A, B, and D,
the assumed growth rates for years 11 through 25 of the projection
period are set by interpolating between the rate at the end of the
short-range projection period (2019) and the rate at the start of the
long-range period described above (2034).

For the HI high-cost assumptions, the annual increase in aggregate
costs (relative to increases in taxable payroll) during the initial
25-year period is assumed to be 2 percentage points greater than
under the current-law intermediate assumptions. Under low-cost
assumptions, the increase during the same period is assumed to be
2 percentage points less than under current-law intermediate
assumptions. The 2-percentage-point differentials are assumed to
decline gradually until 2059, when the same rate of increase in HI
costs (relative to taxable payroll) is assumed for all three sets of
assumptions. The low-cost and high-cost projections shown in this
report provide an indication of how the costs of Medicare could vary
in the future under current law as a result of different economic and
demographic trends. (In contrast, the illustrative alternative
projection described earlier shows costs under an alternative to
current law, based on the intermediate economic and demographic
assumptions.)

Due to the automatic financing provisions for Parts B and D, the SMI
trust fund is expected to be adequately financed in all future years, so
a long-range analysis using high-cost and low-cost assumptions has
not been conducted. The 2004 Technical Panel recommended refining
the presentation of long-range uncertainty through stochastic
techniques or long-range high- and low-cost alternatives for Parts A,
B, and D. The Trustees and their staffs are considering these and
other methods of illustrating the long-range uncertainty in the
Medicare projections.

While it is reasonable to expect that actual economic and
demographic experience will fall within the range defined by the
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three alternative sets of assumptions, there can be no assurances that
they will do so in light of the wide variations in these factors over
past decades. In general, a greater degree of confidence can be placed
in the assumptions and estimates for the earlier years than for the
later years. Nonetheless, even for the earlier years, the estimates are
only an indication of the expected trend and the general range of
future Medicare experience. As a result of (i) the very improbable
reductions in physician payments required under the current-law
SGR formula, and (ii) the strong possibility that the productivity
adjustments lead to payment rates for other health care providers
that are inadequate in the long range, actual future Medicare
expenditures are likely to exceed the intermediate projections shown
in this report, possibly by quite large amounts. This potential
understatement is illustrated throughout the report by reference to
key results under the “illustrative alternative” projection.
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D. FINANCIAL OUTLOOK FOR THE MEDICARE PROGRAM

This report evaluates the financial status of the HI and SMI trust
funds. For HI, the Trustees apply formal tests of financial status for
both the short range and the long range; for SMI, the Trustees assess
the ability of the trust fund to meet incurred costs over the period for
which financing has been set.

HI and SMI are financed in very different ways. Within SMI, Part B
and PartD premiums and general revenue financing are
reestablished annually to match expected costs for the following year.
In contrast, HI is subject to substantially greater variation in asset
growth, since financing is established through statutory tax rates
that cannot be adjusted to match expenditures except by enactment
of new legislation.

Despite the significant differences in benefit provisions and financing,
the two components of Medicare are closely related. HI and SMI
operate in an interdependent health care system. Most Medicare
enrollees are enrolled in HI and SMI Parts B and D, and many
receive services from all three. Accordingly, efforts to improve and
reform either component must necessarily involve the other
component as well. In view of the anticipated growth in Medicare
expenditures, it is also important to consider the distribution among
the various sources of revenues for financing Medicare and the
manner in which this distribution will change over time under
current law.

In this section, the projected total expenditures for the Medicare
program are considered, along with the primary sources of financing.
Figure I1.D1 shows projected costs as a percentage of GDP. Medicare
expenditures represented 3.5 percent of GDP in 2009. Under current
law, costs would increase to about 5.5 percent of GDP by 2035 under
the intermediate assumptions and to 6.4 percent of GDP by the end of
the 75-year period. However, it is important to note that Medicare
expenditures are understated because of unrealistic substantial
reductions in physician payments scheduled under current law and
may be further understated (and to a greater degree) if the statutory
reductions in payment updates to other categories of providers cannot
be implemented. The Introduction to this report describes this
concern in greater detail. If the physician payment reductions are
overridden and the other update constraints are phased out, then
Medicare expenditures would reach an estimated 11.0 percent of GDP
in 2084.
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Figure 11.D1.—Medicare Expenditures as a Percentage
of the Gross Domestic Product
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The Medicare projections reflect (i) continuing growth in the volume
and intensity of services provided per beneficiary throughout the
projection period; (i) the impact of a large increase in beneficiaries
starting in the near future as the 1946-1965 baby boom generation
reaches age 65 and becomes eligible to receive benefits (thereby
increasing the growth in the number of beneficiaries from 2 percent
per year currently to about 3 percent); and (iil)) other key
demographic trends, including future birth rates at roughly the same
level as during the last 2 decades and continuing improvements in
life expectancy. The projections also reflect the far-reaching changes
enacted as part of the Affordable Care Act and the other three new
laws affecting Medicare that were enacted since the 2009 annual
report was issued (as summarized in appendix A).

Most beneficiaries have the option to enroll in private health
insurance plans that contract with Medicare to provide Part A and
Part B medical services. The share of Medicare beneficiaries in such
plans has risen rapidly in recent years, reaching 24.0 percent in 2009
from 12.8 percent in 2004. Plan costs for the standard benefit package
can be significantly lower or higher than the corresponding cost for
beneficiaries in the “traditional” or “fee-for-service” Medicare
program, but prior to the Affordable Care Act, private plans were
generally paid a higher average amount, and the additional payments
were used to reduce enrollee cost-sharing requirements, provide extra
benefits, and/or reduce Part B and Part D premiums. These benefit
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enhancements were valuable to enrollees but also resulted in higher
Medicare costs overall and higher premiums for all Part B
beneficiaries, not just those who were enrolled in MA plans. Under
the ACA, payments to plans will be based on “benchmarks” in a range
of 95 to 115 percent of fee-for-service Medicare costs, with bonus
amounts payable for plans meeting high quality-of-care standards.
(Prior to the ACA, the benchmark range was generally 100 to
140 percent of fee-for-service costs.) As these changes phase in during
2012-2017, the overall participation rate for private health plans is
expected to decline from 24 percent in 2009 to about 13 percent in
2019.

The past and projected amounts of Medicare revenues, under current
law, are shown in figure I1.D2. Interest income is excluded since it
would not be a significant part of program financing in the long
range. Medicare revenues—from HI payroll taxes, HI income from
the taxation of Social Security benefits, SMI Part D State transfers
for certain Medicaid beneficiaries, HI and SMI premiums, new fees
under the ACA on manufacturers and importers of brand-name
prescription drugs (allocated to Part B), and HI and SMI statutory
general revenues—are compared to total Medicare expenditures. For
2010, total Medicare expenditures are expected to exceed revenue by
a significant margin due to a decrease in HI payroll tax income
resulting from the current depressed levels of economic activity and
from downward adjustments to payroll tax amounts received in
earlier years. From 2011 through 2019, non-interest revenues exceed
overall expenditures somewhat, but after that period expenditures
are projected to exceed aggregate non-interest revenues as a result of
the projected financial imbalance in the HI trust fund.
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Figure 11.D2.—Medicare Sources of Non-Interest Income and Expenditures
as a Percentage of the Gross Domestic Product
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As shown in figure II.D2 for most of the historical period, payroll tax
revenues increased steadily as a percentage of GDP due to increases
in the HI payroll tax rate and the limit on taxable earnings, the latter
of which was eliminated in 1994. Under the Affordable Care Act,
high-income workers will pay an additional 0.9 percent of earnings to
the HI trust fund.® After this provision takes effect in 2013, payroll
taxes are projected to grow slightly faster than GDP.” HI revenue
from income taxes on Social Security benefits will gradually increase
as a share of GDP as additional beneficiaries become subject to such
taxes.

6The ACA also specifies that individuals with incomes greater than $200,000 per year
and couples above $250,000 will pay an additional “Medicare contribution” of
3.8 percent on some or all of their non-work income (such as investment earnings).
However, the revenues from this tax are not allocated to the Medicare trust funds.
7Although total worker compensation is projected to grow at the same rate as GDP,
wages and salaries are expected to increase more slowly and fringe benefits (health
insurance costs in particular) more rapidly. Thus, taxable earnings are projected to
gradually decline as a percentage of GDP. Absent any change to the tax rate scheduled
under current law, HI payroll tax revenue would similarly decrease as a percentage of
GDP (since fringe benefits are not subject to this tax). Over time, however, a growing
proportion of workers will exceed the fixed earnings thresholds specified in the ACA
($200,000 and $250,000) and will become subject to the additional 0.9-percent HI
payroll tax. The net effect of these factors is an increasing trend in payroll taxes as a
percentage of GDP.
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Growth in SMI Part B and Part D premiums and general fund
transfers is expected to continue to outpace GDP growth and HI
payroll tax growth in the future. This phenomenon occurs primarily
because, under current law, SMI revenue increases at the same rate
as expenditures, whereas HI revenue does not. Accordingly, as the HI
sources of revenue become inadequate to cover HI costs, SMI
revenues are projected to represent a growing share of total Medicare
revenues. In 2009, as HI payroll tax receipts declined due to the
recession and general revenue transfers increased by 15 percent
($27 billion) from their 2008 value, the latter income source became
the largest single source of income to the Medicare program as a
whole for the first time. General revenues are expected to continue
growing as a share of total Medicare financing under current law—
and to add significantly to the Federal Budget pressures. Although a
smaller share of the total, SMI premiums would grow just as rapidly
as general revenue transfers, thereby also placing a growing burden
on beneficiaries. SMI premiums will also increase in 2011 and later
as a result of an ACA provision that increases Part D premiums for
high-income enrollees and other provisions that freeze the income
thresholds for Part B and Part D income-related premiums in 2011-
2019.

The interrelationship between the Medicare program and the Federal
Budget is an important topic—one that will become increasingly
critical over time as the general revenue requirements for SMI
continue to grow. While transfers from the general fund are an
important source of financing for the SMI trust fund, and are central
to the automatic financial balance of the fund’s two accounts, they
represent a large and growing requirement for the Federal Budget.
SMI general revenues currently equal 1.5 percent of GDP and would
increase to an estimated 3.1 percent in 2084 under current law (but
would increase to 5.2 percent under the illustrative alternative to
current law). Moreover, in the absence of corrective legislation, from
now through 2014 and then again after 2019 the difference between
HI dedicated revenues and expenditures would be met until 2029 by
interest earnings on trust fund assets and by redeeming those assets.
Both of these financial resources for the HI trust fund require cash
transfers from the general fund of the Treasury, placing a further
obligation on the budget. In 2029, these transactions would require
general fund transfers equal to 0.3 percent of GDP. (After asset
depletion in 2029, as described in the next section, no provision exists
to use general revenues or any other means to cover the HI deficit.)
Appendix D describes the interrelationship between the Federal
Budget and the Medicare and Social Security trust funds and
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illustrates the programs’ long-range financial outlook from both a
“trust fund perspective” and a “budget perspective.”

The Medicare Modernization Act requires the Board of Trustees to
test whether the difference between program outlays and dedicated
financing sources exceeds 45 percent of Medicare outlays.8 If this
level is attained within the first 7 fiscal years of the projection, a
determination of projected “excess general revenue Medicare funding”
is required. Such determinations were made in the 2006 through
2009 reports. If such determinations are present in two consecutive
Trustees Reports, then a “Medicare funding warning” is triggered.
This warning was first triggered as a result of the projections in the
2007 report. In this year’s report, the difference is projected to exceed
45 percent in fiscal year 2010—the first year of the projection period
and the fifth consecutive time that the threshold has been exceeded
within the first 7 years of the projection. (The 45-percent ratio is
reached much earlier in the projection period in this year’s report due
to lower projected payroll tax income for 2010 than had been expected
in prior reports. Due to the changes made by the ACA, the ratio
would decline below 45 percent for 2012 through 2021 under the
intermediate assumptions.) Consequently, a finding of projected
“excess general revenue Medicare funding” is again issued, and
another “Medicare funding warning” is thereby triggered. (Section
II1.A contains additional details on these tests.)

This section has summarized the total financial obligation posed by
Medicare and the manner in which it is financed. Under current law,
however, the HI and SMI components of Medicare have separate and
distinct trust funds, each with its own sources of revenues and
mandated expenditures. Accordingly, the financial status of each
Medicare trust fund must be assessed separately. The next two
sections of the overview present such assessments for the HI trust
fund and the SMI trust fund, respectively.

8The dedicated financing sources are HI payroll taxes, the HI share of income taxes on
Social Security benefits, Part B receipts from the new fees on manufacturers and
importers of brand-name prescription drugs, Part D State transfers, and beneficiary
premiums. These sources are the first five layers depicted in figure I1.D2.

23



Overview

E. FINANCIAL STATUS OF THE HI TRUST FUND
1. 10-Year Actuarial Estimates (2010-2019)

In 2010, due to the economic recession, HI expenditures are expected
to grow faster than income. Beginning in 2011, income will grow
faster than expenditures due to the provisions of the Affordable Care
Act and the assumed economic recovery. This continues until 2018
when expenditures are once again projected to grow faster than
income. Over the next 10 years, HI expenditure growth is estimated
to average 4.6 percent per year, while HI income growth is estimated
to average 5.8 percent per year. In 2010, total income to the HI trust
fund 1is estimated to fall short of expenditures by more than
$30 billion, primarily due to depressed levels of economic activity and
an expected $8 billion downward adjustment to 2010 income that
corrects for excess payroll tax revenue credited to the trust fund.
Trust fund deficits are projected to continue for the next 4 years in
the absence of further corrective legislation, although at substantially
reduced levels compared to the deficits projected prior to the ACA.
Beginning in 2014, trust fund surpluses are estimated for the rest of
the short-range projection period and several years after that.
Redemption of trust fund assets will still be needed to pay
expenditures in full and on time for the next several years, but the
effects of the ACA decrease the trust fund deficits sufficiently (and
eventually lead to surpluses) to postpone the exhaustion of the trust
fund by about 12 years from 2017 as shown in last year’s report to
2029.

Table II.E1 presents the projected operations of the HI trust fund
under the intermediate assumptions for the next decade. At the
beginning of 2010, HI assets significantly exceeded annual
expenditures. The Board of Trustees has recommended that assets be
maintained at a level at least equal to annual expenditures, to serve
as an adequate contingency reserve in the event of adverse economic
or other conditions.

Based on the 10-year projection shown in table II.LE1, the Board of
Trustees applies an explicit test of short-range financial adequacy,
which 1s described in section III.B of this report. The HI trust fund
does not meet this test because assets are estimated to fall below
100 percent of annual expenditures in roughly 1 year from now. This
outlook indicates the need for additional legislative action to achieve
full financial balance for the HI trust fund through 2019.
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Table Il.E1.—Estimated Operations of the HI Trust Fund
under Intermediate Assumptions, Calendar Years 2009-2019
[Dollar amounts in billions]

Total Change in Ratio of assets to
Calendar year Total income' expenditures fund Fund at year end expenditures2
2009° 2254 242.5 -17.1 304.2 132
2010 217.6 249.3 -31.7 272.5 122
2011 2415 259.3 -17.8 254.7 105
2012 254.4 271.2 -16.8 237.9 94
2013 277.0 282.5 -55 232.4 84
2014 297.2 296.0 1.2 233.6 79
2015 315.9 305.0 10.8 244.4 77
2016 336.6 321.2 15.4 259.8 76
2017 357.2 338.2 19.0 278.8 77
2018 377.9 357.9 20.0 298.8 78
2019 397.9 379.7 18.2 317.0 79

"Includes interest income.
®Ratio of assets in the fund at the beginning of the year to expenditures during the year.
3Figures for 2009 represent actual experience.

Note: Totals do not necessarily equal the sums of rounded components.

The short-range financial outlook for the HI trust fund 1is
substantially more favorable than projected in last year’s annual
report, primarily as a result of the Affordable Care Act. Total HI
savings from lower benefit payments and increased revenues are
estimated to total more than $400 billion in 2010-2019, with most of
the savings attributable to (i) the productivity adjustments to
provider payment updates (which affect all HI providers, amounting
to $162 billion); (ii) the reduced payments to Medicare Advantage
plans ($86 billion); and (ii1) the increased HI payroll taxes on high-
income workers ($63 billion).® The result is a much slower depletion
of trust fund assets than estimated under the prior law, as well as
increased interest earnings. This leads to trust fund surpluses for
several years of the short-range projection period. The cumulative
effect of these factors is a substantially higher level of projected HI
assets relative to annual expenditures.

Even with the changes in the Affordable Care Act, under the
intermediate assumptions the assets of the HI trust fund would
continue decreasing as a percentage of annual expenditures from the
beginning of 2010 until 2015. At that point, the ratio would remain
about level through 2020 but would start decreasing again thereafter
becoming exhausted in 2029, as illustrated in figure II.E1. This date
of exhaustion is 12 years later than estimated in the 2009 annual
report due to the effects of the ACA savings provisions and minor
updates to the economic assumptions.

9For additional information on provider payment updates, see section IV.A1.
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Figure 1l.E1.—HI Trust Fund Balance at Beginning of Year as a Percentage
of Annual Expenditures
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There is substantial uncertainty in the various projection factors for
HI trust fund expenditures and revenues. Accordingly, the date of HI
trust fund exhaustion could differ substantially in either direction
from the 2029 intermediate estimate. Under the low-cost
assumptions, trust fund assets would start to increase in 2012 and
continue to increase throughout the projection period if the provisions
of current law were to continue unchanged. Under the high-cost
assumptions, however, asset depletion would occur in 2017.

2. 75-Year Actuarial Estimates (2010-2084)

It is important to note that the improved outlook for the HI trust fund
depends in part on the feasibility of the productivity adjustments to
payment updates for hospitals, skilled nursing facilities, home health
agencies, and hospice care organizations. There is a significant
likelihood that these providers would not be able to reduce their cost
growth rates sufficiently during this period to match the slower
increases in Medicare payments per service, in which case they would
eventually become unable to continue providing health care services
to Medicare beneficiaries. If such a situation occurred, and Congress
overrode the productivity adjustments, then actual costs would be
higher and the HI trust fund would be depleted somewhat sooner (in
2028, based on the illustrative alternative projection). In any case,
Congress has never allowed the HI trust fund to become depleted. If
assets were exhausted, payments to health plans and providers could
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be made only from ongoing tax revenues, which would be inadequate
to cover total costs. Beneficiary access to health care services would
rapidly be curtailed.

Each year, 75-year estimates of the financial and actuarial status of
the HI trust fund are prepared. Although financial outcomes are
inherently uncertain, particularly over periods as long as 75 years,
such estimates can indicate whether the trust fund—as seen from
today’s vantage point—is considered to be in satisfactory financial
condition.

Because of the difficulty in comparing dollar values for different
periods without some type of relative scale, income and expenditure
amounts are shown relative to the earnings in covered employment
that are taxable under HI (referred to as “taxable payroll”). The ratio
of HI tax income (including both payroll taxes and income from
taxation of Social Security benefits, but excluding interest income) to
taxable payroll is called the “income rate,” and the ratio of
expenditures to taxable payroll is the “cost rate.”

The standard HI payroll tax rates are not scheduled to change in the
future under current law and will remain constant at 2.90 percent. As
noted, high-income workers will pay an additional 0.9 percent of their
earnings above $200,000 (for single workers) or $250,000 (for married
couples filing joint income tax returns) in 2013 and later. Because
these income thresholds are not indexed, over time an increasing
proportion of workers will become subject to the additional HI tax
rate. Thus, HI payroll tax revenues will increase steadily as a
percentage of taxable payroll. Income from taxation of Social Security
benefits will also increase as a greater proportion of Social Security
beneficiaries become subject to such taxation over time, since the
income thresholds determining taxable benefits are not indexed for
price inflation.

The cost rate will significantly escalate in the immediate future (as a
result of the decline in taxable payroll brought about by the economic
recession) and again in the longer term (due to retirements of those in
the baby boom generation and continuing health services cost growth,
as mentioned in the prior section). The effect of these factors will be
somewhat offset under current law by the accumulating effect of the
productivity adjustments to provider price updates, which will reduce
annual HI cost growth by an estimated 1.1 percent per year. After 25,
50, and 75 years, for example, the prices paid to HI providers under
current law would be 24 percent, 42 percent, and 56 percent lower
than under the prior law. As noted, there is a substantial likelihood
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that these lower price levels, absent major changes in health care
delivery systems, would become inadequate to ensure beneficiary
access to care.

Figure II.LE2 compares projected income and cost rates under the
intermediate assumptions. As indicated, HI expenditures are
projected to continue to exceed tax income—but by a decreasing
margin—for the next several years. Thereafter, a surplus is projected
for a few years before deficits return in 2020 and later. For the last
40 years of the projection period, the projected deficit decreases from
its highest level in 2045 as the price update reductions continue to
compound. For example, taxes would cover 85 percent of estimated
expenditures in 2029 and 77 percent in 2050. By the end of the
75-year period, HI taxes would cover 89 percent of estimated
expenditures. Under the illustrative alternative projection, the HI
deficit at the end of the 75-year period would be roughly 4.84 percent
of taxable payroll—still a significant improvement relative to the
estimate in last year’s report under prior law of 8.55 percent, but
much more adverse than the current-law estimate of 0.55 percent.

The shaded area in figure II.E2 represents the excess of expenditures
over tax income that could be met by interest earnings and the
redemption of trust fund assets under current law. Both types of
transactions occur through transfers from the general fund of the
Treasury. Starting in 2008, the fund began using interest earnings
and asset redemptions to cover the excess of expenditures over tax
income. In the absence of other changes, this process would continue
for most years until 2029, at which time the fund is projected to be
exhausted. For a few years, asset redemptions would not be needed
but interest earnings would, and there are 4 years (2016-2019) that
are estimated to require neither of these sources.

The HI trust fund’s projected year of exhaustion often receives
considerable attention. In practice, however, the demands on general
revenue (to pay interest and redeem the Treasury bonds held by the
trust fund) have already begun some 20 years before the projected
exhaustion date. By 2028, without legislation to address the HI
deficits, an estimated 13 percent of HI expenditures would have to be
met by redeeming assets as opposed to being covered by tax income
for that year.
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Figure Il.E2.—Long-Range HI Income and Cost as a Percentage of Taxable Payroll,
Intermediate Assumptions
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The year-by-year cost rates and income rates shown in figure 11.E2
can be summarized into single values representing, in effect, the
average value over a given period. Based on the intermediate
assumptions, an actuarial deficit of 0.66 percent of taxable payroll is
projected for the 75-year period under current law, representing the
difference between the summarized income rate of 3.83 percent and
the corresponding cost rate of 4.49 percent. Based on this measure,
the HI trust fund fails the Trustees’ test for long-range financial
balance, as it has for many years. (If the productivity adjustments
were gradually phased out after the first 10 years, the long-range HI
deficit would be 1.91 percent of payroll.)

The long-range financial imbalance could be addressed in several
different ways. In theory, the standard 2.90-percent payroll tax could
be immediately increased by the amount of the actuarial deficit to
3.56 percent, or expenditures could be reduced by a corresponding
amount. Note, however, that these changes would require an
immediate 23-percent increase in the tax rate or an immediate
15-percent reduction in expenditures.l® More realistically, the tax

oUnder either of these two scenarios, tax income would initially be substantially
greater than expenditures, and trust fund assets would accumulate rapidly.
Subsequently, however, tax income would be inadequate, and assets would be drawn
down to cover the difference. The corresponding immediate changes in the standard tax
rate or expenditure levels are 66 percent and 33 percent, respectively, under the
illustrative alternative projections.
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and/or benefit changes could be made gradually, rather than
immediately, but would ultimately have to reach much higher levels
to eliminate the deficit throughout the mid-range period. In view of
the significant likelihood that actual costs will be higher than
projected under current law in the long range, there is a continuing
need to develop alternative payment mechanisms, delivery system
changes, and other reforms that would help reduce cost growth in a
sustainable manner.
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F. FINANCIAL STATUS OF THE SMI TRUST FUND

SMI differs fundamentally from HI in regard to the nature of its
financing and the method by which its financial status is evaluated.
SMI is composed of two parts, Part B and Part D, each with its own
separate account within the SMI trust fund. The financial status of
the SMI trust fund must be determined by evaluating the financial
status of each account separately, since there is no provision in the
law for transferring assets between the Part B and Part D accounts.
The nature of the financing for both parts of SMI is similar, in that
the Part B premium and the Part D premium, and the corresponding
transfers from general revenues for each part, are established
annually at a level sufficient to cover the following year’s estimated
expenditures. Accordingly, each account within SMI is automatically
in financial balance under current law. For OASDI and HI, however,
financing established many years earlier may prove significantly
higher or lower than subsequent actual costs. Moreover, Part B and
Part D are voluntary (whereas OASDI and HI are generally
compulsory), and income from these programs is not based on payroll
taxes. These disparities result in a financial assessment that differs
in some respects from that for OASDI or HI, as described in the
following sections.

1. 10-Year Actuarial Estimates (2010-2019)

Table II.LF1 shows the estimated operations of the Part B account, the
Part D account, and the total SMI trust fund under the intermediate
assumptions during calendar years 2009 through 2019. For Part B,
expenditures grew at an average annual rate of 8.3 percent over the
past 5 years, exceeding GDP growth by 4.2 percentage points
annually, on average. Part B cost increases are estimated to average
about 5.3 percent for the 5-year period 2010 to 2014, about the same
as the GDP growth rate. However, the projected future growth rate
reflects unrealistic reductions in physician payments required by
current law. Legislative changes to the current statute regarding
physician payments are nearly certain and could increase the
projected Part B growth rates to roughly 8 percent through 2014.

Part B income growth is based on expenditure growth projected
1 year in advance and therefore is normally quite close to expenditure
growth. Assets have been somewhat above the customary range since
the end of 2007 and, under current law, are projected to remain above
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this level at the end of 2010.11 Assets would be lower than projected
in 2010 in the very likely event that legislation is enacted to
retroactively override a 23-percent reduction in physician fees that is
scheduled for December 1, 2010. After 2010, under current law,
assets held in the Part B account are projected to maintain an
adequate contingency reserve for the Part B account of the trust fund.
As described below, however, unusual steps were required in 2010,
and are expected to be required for several more years, to prevent
asset depletion under a change from current law.

As noted, due to the structure of physician payment updates under
current law, the projected Part B expenditure and income growth is
unrealistically low. Future physician payment increases must be
adjusted downward if cumulative past actual physician spending
exceeds a statutory target. Actual physician spending has exceeded
the target spending level in every year since 2000. Legislative
changes that increased the actual spending in each year since 2002,
but that have not increased the target level of spending in every year,
have exacerbated this difference.l? As a result, physician payments
per service are projected to decline 23.0 percent on December 1, 2010,
6.5 percent in January 2011, and 2.9 percent in 2012.

It 1s very likely that Congress will legislatively override the
significant reductions in physician payments per service that are
scheduled. Scheduled negative physician fee updates in 2003 through
November 2010 have already been overridden by legislation, and the
negative physician fee update scheduled for December 2010 is larger
than any of those previously avoided. However, these unlikely
payment reductions are required under the current-law payment
system and are reflected in the Part B projections shown in this
report. Consequently, the Part B, total SMI, and total Medicare
estimates shown for 2010 and thereafter are likely to be significantly
understated and should be interpreted cautiously. The Part B

1The traditional measure used to evaluate the status of the Part B account of the SMI
trust fund is defined as the ratio of the excess of Part B assets over Part B liabilities to
the next year’s Part B incurred expenditures. The normal range for this ratio is 15 to
20 percent; this range was developed based on private health insurance standards and
past studies by the CMS Office of the Actuary indicating that this level of excess assets
is sufficient to protect against adverse events. Due to the current strong likelihood of
Congressional action to override the physician fee reductions required under current
law, and to do so after Part B financing has been established for a given year, it is
appropriate to maintain a higher level of reserve assets to prevent fund depletion
under this contingency.

12For additional information about the physician payment updates and the sustainable
growth rate system, see section IV.B1.
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projections, in particular, may be understated by roughly 20 percent
in 2019, based on the illustrative alternative projection.

Table Il.F1.—Estimated Operations of the SMI Trust Fund
under Intermediate Assumptions, Calendar Years 2009-2019
[Dollar amounts in billions]

Calendar year Total income” Total expenditures  Change in fund Fund at year end

Part B account:
2009° $221.9° $205.7 $16.2 $75.5
2010 203.7° 220.1 -16.4 59.1
2011 235.0 215.3 19.7 78.9
2012 264.2 225.9 38.4 117.2
2013 287.5 2421 45.4 162.7
2014 312.2 259.8 52.4 215.1
2015 363.8,3 275.8 88.0 303.1
2016 333.4° 293.2 40.2 343.3
2017 395.4 314.0 81.3 424.7
2018 435.7 338.0 97.7 522.3
2019 477.0 365.0 112.0 634.4

Part D account:
2009 60.9° 60.8 0.1 1.1
2010 61.4° 62.0 -0.6 0.5
2011 715 71.2 0.3 0.7
2012 78.5 78.4 0.0 0.8
2013 85.6 85.6 0.0 0.8
2014 93.0 93.0 0.0 0.9
2015 102.5,3 102.5 0.0 0.9
2016 112.6° 112.5 0.1 1.0
2017 123.5 123.4 0.1 1.1
2018 135.9 135.8 0.1 1.2
2019 150.0 149.9 0.1 1.3

Total SMI:
2009 282.8° 266.5 16.3 76.6
2010 265.2° 282.1 -17.0 59.6
2011 306.5 286.5 20.0 79.6
2012 342.7 304.3 38.4 118.0
2013 373.1 327.6 45.5 163.5
2014 405.3 352.8 52.5 216.0
2015 466.3,3 378.3 88.1 304.1
2016 446.0° 405.7 40.3 344.3
2017 518.9 437.4 81.4 425.7
2018 571.6 473.9 97.8 523.5
2019 627.0 514.9 112.1 635.6

"Includes interest income.

2Figures for 2009 represent actual experience.

3Section 708 of the Social Security Act modifies the provisions for the delivery of Social Security benefit
checks when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Delivery
of benefit checks normally due January 3, 2010 actually occurred on December 31, 2009. Consequently,
the Part B and Part D premiums withheld from the checks and the associated Part B general revenue
contributions were added to the respective Part B or Part D account on December 31, 2009. These
amounts are excluded from the premium income and general revenue income for 2010. Similarly,
delivery of benefit checks normally due January 3, 2016 is expected to occur on December 31, 2015.

Prior to 2016, the projected Part B expenditures shown in table II.F1
are somewhat higher than the corresponding amounts in last year’s
Trustees Report. As described in more detail in the Actuarial
Analysis section, physician expenditures are higher as a result of a
decision to exclude physician-administered drugs from the
mechanism for setting payment rates. In the short range, this factor
outweighs the net Part B savings under the Affordable Care Act
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(principally from provisions to reduce Medicare Advantage payments
and reduce payment updates for most fee-for-service providers by
economy-wide productivity gains). Projected Part B income and assets
are also higher than shown in the prior annual report as a result of
the higher expenditure level and the need to maintain a larger-than-
normal contingency reserve (in view of the high probability of
legislation that would increase Part B costs).

Although financial balance for the Part B account can be maintained
through annual premium adjustments, unusual steps were necessary
in 2010 to achieve this result and will likely also be required for the
next few years. Specifically, about three-quarters of enrollees were
not subject to the Part B premium increase for 2010, and many are
expected to not be subject to the full premium increases for the next
several years under a “hold-harmless” provision of current law.
Without action to respond to this situation, similar to the action
taken for 2010 (as described below), the loss of premium revenues
from these beneficiaries, and the correspondingly lower level of
matching general revenue transfers, could result in the depletion of
Part B assets.

The hold-harmless provision prevents a beneficiary’s net Social
Security benefit from decreasing when the Part B premium increase
would be larger than his or her cash benefit increase. There was no
increase in Social Security benefits for December 2009 as a result of
significant decreases in the CPI during the last 5 months of 2008.
Thus, the Part B premium increase for 2010 would have been
significantly greater than the cost-of-living adjustment for all
beneficiaries if not for the hold-harmless provision, which provided
that beneficiaries affected by this provision did not have to pay the
higher premium level.13

Depending on future increases in the CPI, zero cost-of-living
adjustments for Social Security benefits could also occur for
December 2010 and possibly for December 2011 as well. Under the
Trustees’ economic assumptions, the December benefit increases are
projected to be O percent and 1.2 percent for 2010 and 2011,
respectively.

“New enrollees during the year, enrollees with high incomes who are subject to the
income-related premium adjustment, and Part B enrollees who are not Social Security
enrollees are not eligible for the hold-harmless provision. Also, State Medicaid
programs pay the full premium for dual Medicare-Medicaid beneficiaries. About one-
fourth of Part B enrollees are in these categories.
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To prevent asset exhaustion and maintain an adequate contingency
reserve for the Part B trust fund account under these circumstances,
premiums were raised substantially more than normal in 2010, and
they would need to be maintained at substantially more than normal
levels for several more years. The increases would be paid only by the
State Medicaid programs and the minority of beneficiaries who are
not affected by the hold-harmless provision. For 2010, the Part B
premium is $110.50. Under the intermediate economic assumptions,
monthly premiums of $120.10 and $113.80 are estimated for 2011
and 2012, respectively, compared to the 2009 premium of $96.40.
Such premium increases, paid by affected enrollees and Medicaid and
matched by general revenue transfers, would prevent a decline in
Part B assets and would maintain a contingency reserve at the level
necessary to accommodate normal financial variation plus the
elevated likelihood of legislative action that would raise costs after
financing rates had been established. 14

The Medicare prescription drug benefit began full operation in 2006.
Income and expenditures for the Part D account are projected to grow
at an average annual rate of 9.4 percent for the 10-year period 2010
to 2019, due to expected further increases in enrollment and
continuing growth in per capita drug costs. As with Part B, income
and outgo are projected to remain in balance through the annual
adjustment of premium and general revenue income to match costs.
Because of the appropriations process for Part D general revenues, it
1s not necessary to maintain a contingency reserve in the account.

The projected Part D costs shown in table II.LF1 and elsewhere in this
report are somewhat lower than those in the 2009 report. The
difference is primarily attributable to lower-than-expected spending
in 2008 and 2009 as well as a reduction in the projected growth in
prescription drug spending in the U.S. for the next 10 years. The
reduced estimates are due to a higher market penetration of generic
drugs and a decline in the number of new drug products that are
expected to reach the market during this period. This impact is
partially offset by higher costs from the gradual elimination of the
Part D coverage gap (or “donut hole”) under the Affordable Care Act.

“This method of addressing the revenue shortfalls caused by the hold-harmless
provision is the only one available under current law. From a policy perspective, this
approach raises serious equity concerns. Other approaches might be preferable but
would require legislation. In 2009, legislation to freeze the 2010 Part B premium at its
2009 level for all beneficiaries, and to make up the income shortfall through general
revenues, was passed by the House but was not voted on in the Senate.
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The primary test of financial adequacy for Parts B and D pertains to
the level of the financing that has been formally established for a
given period (normally, through the end of the current calendar year).
As noted, financial adequacy must be determined for Part B and
Part D separately. The financing for each part of SMI is considered
satisfactory if it is sufficient to fund all services, including benefits
and administrative expenses, provided through a given period.
Further, to protect against the possibility that cost increases under
either part of SMI will be higher than expected, the accounts of the
trust fund would normally need assets adequate to cover a reasonable
degree of variation between actual and projected costs. For Part B, as
stated previously, the financing established through December 2010
is estimated to be sufficient to cover benefits and administrative costs
incurred through that time period, and assets are judged adequate to
cover potential variations in costs as a result of new legislation or cost
growth factors that exceed expectations. The financing established for
Part D, together with the flexible appropriation authority for this
trust fund account, is estimated to be sufficient to cover benefits and
administrative costs incurred through 2010.

The amount of the contingency reserve needed in Part B is normally
much smaller (both in absolute dollars and as a fraction of annual
costs) than in HI or OASDI. This effect tends to occur because the
premium rate and corresponding general revenue transfers for Part B
are determined annually based on estimated future costs, while the
HI and OASDI payroll tax rates are set in law and are therefore
much more difficult to adjust should circumstances change. Part D
revenues are also established annually to match estimated costs.
Moreover, the flexible appropriation authority established by
Congress for Part D allows additional general fund financing if costs
are higher than anticipated, thereby eliminating the need for a
contingency reserve.

2. 75-Year Actuarial Estimates (2010-2084)

Figure II.F1 shows past and projected total SMI expenditures and
premium income as a percentage of the Gross Domestic Product
(GDP). As noted previously, the long-range projections of SMI
expenditures are understated as a result of unrealistic physician
payment reductions required under current law. Future Part B costs
would also be higher if the reductions in provider payment updates
based on economy-wide productivity gains cannot be continued
indefinitely and are overridden by Congress. Based on the illustrative
alternative projection, Part B costs would be about 35 percent higher
by 2030 and 110 percent higher by the end of the long-range
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projection period if (i) physician payment rates were updated using
the Medicare Economic Index, rather than through the sustainable
growth rate (SGR) process; and (i1) the productivity adjustments were
gradually phased out starting in 2020. Given the near certainty of
continuing Congressional action to prevent decreases in physician
fees, and the likelihood that the productivity adjustments for other
Part B providers will eventually lead to inadequate payment rates
and need to be modified, the SMI estimates after 2009 should be
interpreted cautiously.

Annual SMI expenditures grew from about 1.2 percent of GDP in
2005 to 1.6 percent of GDP in 2006 with the commencement of
prescription drug coverage. Under the current-law assumptions, SMI
expenditures would grow to almost 3.5 percent of GDP within
25 years and to more than 4 percent by the end of the projection
period. (Total SMI expenditures in 2084 would be almost 7 percent of
GDP under the illustrative alternative projection.)

Figure 11.F1.—SMI Expenditures and Premiums as a Percentage
of the Gross Domestic Product
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The projected SMI cost under current law would place gradually
increasing demands on beneficiaries and society at large. Average per
beneficiary costs for Part B and Part D benefits are projected to
increase after 2011 by about 4.3 percent per year on average, an
increase that reflects the significant reductions in Part B physician
payments and slower Part B provider payment updates under current
law. The associated beneficiary premiums would increase by
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approximately the same rate, as would the average levels of
beneficiary coinsurance for covered services. In contrast, from one
generation to the next, scheduled Social Security benefit levels
increase at about the rate of growth in average earnings (estimated at
roughly 3.9 percent).’> Over time, the Part B and Part D premiums
and coinsurance amounts paid by beneficiaries would typically
represent a growing share of their total Social Security and other
income. (Beneficiaries who qualify for Medicaid and the Part D
low-income subsidy are an important exception to this trend, since
they generally pay little or no premiums and cost-sharing amounts.)

Similarly, aggregate SMI general revenue financing for Parts B and
D is expected to increase by roughly 5.3 percent annually under
current law, somewhat in excess of the projected 4.7-percent growth
in GDP. As a result, if personal and corporate Federal income taxes
are maintained at their long-term historical level, relative to the
national economy in the future, then SMI general revenue financing
would represent a growing share of the total income tax revenue of
the Federal Government.

If Medicare payment rates to Part B providers are increased more in
line with their input price increases, then the burden on beneficiaries
(through SMI premiums and cost sharing) and on society at large
(through support of SMI general revenue financing) would increase
much more substantially over time.

15For each generation, after beneficiaries are initially eligible, their benefit level is
adjusted to keep up with inflation (estimated at 2.8 percent).
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G. CONCLUSION

The financial projections shown for the Medicare program in this
report represent a substantial, but very uncertain, improvement over
those in recent years as a result of the far-reaching provisions of the
Patient Protection and Affordable Care Act (as amended by the
Health Care and Education Reconciliation Act of 2010). Compared to
the projections in last year’s annual report, projected Medicare costs
as a percentage of GDP are 12 percent lower in 2019, 20 percent
lower in 2030, and 43 percent lower in 2080. The legislation
postpones the estimated date of exhaustion for the HI trust fund from
2017 in last year’s report to 2029. At 0.66 percent of taxable payroll,
the long-range actuarial deficit for HI is only one-sixth of its prior
level. Projected long-range expenditures for SMI Part B are also
substantially lower than before, while Part D expenditures are
slightly lower.

It 1s important to note, however, that the substantially improved
results for HI and SMI Part B depend in part on the long-range
feasibility of lower increases in Medicare payment rates to most
categories of health care providers, as mandated by the Affordable
Care Act. Moreover, in the context of today’s health care system,
these adjustments would probably not be viable indefinitely into the
future. Under current law, the annual increase in Medicare prices for
most health services will be reduced by about 1.1 percentage points
(the estimated growth in economy-wide multifactor productivity)
below the increase in prices that providers must pay to purchase the
goods and services they need to provide health care services. Over
time, unless providers could alter their use of goods and services so as
to reduce their cost per service correspondingly, the prices paid by
Medicare for health services would fall further and further below
such costs and providers would eventually become unwilling or
unable to treat Medicare beneficiaries. Congress would likely override
the payment update reductions, much as they have had to prevent
the reductions in physician payment rates otherwise required by the
sustainable growth rate formula in current law.

For these reasons, it is important to note that the actual future costs
for Medicare are likely to exceed those shown by the current-law
projections in this report. The potential magnitude of the
understatement can be illustrated by use of an alternative projection.
Specifically, if Medicare payments to physicians were updated by the
Medicare Economic Index, rather than decreasing by 30 percent over
the next three years as required under current law, and if the
productivity adjustments to price updates for other Medicare services
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were gradually phased out starting in 2020, then the projected total
cost of Medicare in 2080 would be 10.75 percent of GDP (versus
6.38 percent under current law), HI trust fund exhaustion would
occur in 2028 (compared to 2029), and the HI actuarial deficit would
be 1.91 percent of taxable payroll (versus 0.66 percent). These levels
still represent a very significant improvement compared to the
estimates prior to the Affordable Care Act, but they clearly illustrate
that the relatively favorable projection results shown under current
law rely partially on the scheduled reductions in physician payments
and heavily on the permanent annual reductions in Medicare price
updates for most non-physician services.

The immediate physician fee reductions are clearly unworkable and
are almost certain to be overridden by Congress. The productivity
adjustments will affect other Medicare price levels much more
gradually, but there is a strong likelihood that without very
substantial and transformational changes in health care practices,
payment rates would become inadequate in the long range. As a
result, the projections shown in this report for current law should not
be interpreted as our best expectation of actual Medicare financial
operations in the future but rather as illustrations of the very
favorable impact of permanently slower growth in health care costs, if
such slower growth can be achieved. The illustrative alternative
projection underscores this uncertainty.

It is possible that healthcare providers could improve their
productivity, reduce wasteful expenditures, and take other steps to
keep their cost growth within the bounds imposed by the Medicare
price limitations. For such efforts to be successful in the long range,
however, providers would have to generate and sustain
unprecedented levels of productivity gains—a very challenging and
uncertain prospect.

The possibility also exists that health care in the U.S. can be trans-
formed, in both the way that it is delivered and the manner in which
it is financed. The Affordable Care Act takes important steps in this
direction by initiating programs of research into innovative payment
and service delivery models, such as accountable care organizations,
patient-centered “medical homes,” improvement in care coordination
for individuals with multiple chronic health conditions, improvement
in coordination of post-acute care, payment bundling, “pay for
performance,” and assistance for individuals in making informed
health choices. If the new approaches developed through these
research initiatives can be demonstrated to improve the quality of
health care and/or reduce costs, then they can be adopted for
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Medicare without further legislation.’®6 Such changes have the
potential to reduce health care costs and cost growth rates and could,
as a result, help lower Medicare cost growth rates to levels
compatible with the lower price updates payable under current law.

The ability of new delivery and payment methods to significantly
lower cost growth rates is very uncertain at this time, since specific
changes have not yet been designed, tested, or evaluated. Hopes for
success are high, but it would be imprudent to assume that
improvements in efficiency can be made of the magnitude needed to
align with the statutory Medicare price updates, until such
enhancements are proven.

For these reasons, while the substantial improvements in Medicare’s
financial outlook under the Affordable Care Act are welcome and
encouraging, expectations must be tempered by awareness of the
difficult challenges that lie ahead in improving the quality of care and
making health care far more cost efficient. The sizable differences in
projected Medicare cost levels between current law and the
illustrative alternative scenario highlight the critical importance of
the research agenda that is getting under way. Every effort must be
made not only to bring Medicare costs—and health care costs in the
U.S. generally—more in line with society’s ability to afford them but
also to improve the quality of health care outcomes.

Given the uncertain ability of delivery and payment reforms to reduce
costs, it will also be important to monitor the adequacy of Medicare
payment rates over time to ensure beneficiary access to high-quality
care.

The time gained by postponing the depletion of the HI trust fund
should be used to determine effective solutions to the remaining long-
range HI financial imbalance. Even assuming that the current-law
payment rates will be adequate, the HI program does not meet either
our short-range test of financial adequacy or our long-range test of
close actuarial balance. Under current law, scheduled HI tax income
would cover only 85 percent of estimated expenditures in 2029 and
77 percent in 2050. By the end of the 75-year projection period,
89 percent of HI costs could be paid from HI revenues. Planning

16Under the Affordable Care Act, tested changes can be adopted nationally without
further legislation if (i) the Secretary of Health and Human Services determines that
the expansion is expected to improve quality of care without increasing spending or to
reduce spending without reducing the quality of care and (i1) the Chief Actuary of the
Centers for Medicare & Medicaid Services certifies that expansion would reduce (or
would not result in any increase in) net program expenditures.
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efforts should also consider the strong likelihood that the price
adjustments in current law will not be permanently viable and should
develop alternative means to achieve financial balance.

Although the Part B and Part D accounts of the SMI trust fund are
both adequately financed under current law, important issues remain
to be addressed. In particular, maintaining this status for Part B over
the next few years will be challenging as a result of reductions in
premiums and general revenues under the “hold harmless” provision
of current law. The immediate problem can be prevented under
current law only through large increases in the premiums paid by
new Part B enrollees, by high-income enrollees, and by the State
Medicaid programs on behalf of low-income enrollees. Absent new
legislation to address inadequate Part B revenues through some other
means, large premium increases for this subset of beneficiaries are
likely to be necessary for 2011.

While the projections in this year’s report show a substantial
improvement over last year’s, they continue to demonstrate the need
for timely and effective action to address Medicare’s remaining
financial challenges—including the projected exhaustion of the HI
trust fund, this fund’s long-range financial imbalance, and the issue
of rapid growth in Medicare expenditures. Furthermore, if the lower
prices payable for health services under Medicare are overridden, the
financial challenges in the long range would be much more severe.
We believe that solutions can and must be found to ensure the
financial integrity of HI in the short and long term and to reduce the
rate of growth in Medicare costs through viable means, building on
the strong measures enacted as part of the Affordable Care Act.
Consideration of such further reforms should occur in the near future.
The sooner the solutions are enacted, the more flexible and gradual
they can be. Moreover, the early introduction of reforms increases the
time available for affected individuals and organizations—including
health care providers, beneficiaries, and taxpayers—to adjust their
expectations. We believe that prompt action is necessary to address
these challenges.
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III. ACTUARIAL ANALYSIS
A. MEDICARE FINANCIAL PROJECTIONS

Medicare is the nation’s second largest social insurance program,
exceeded only by Social Security (OASDI). Although Medicare’s two
components—Hospital Insurance (HI) and Supplementary Medical
Insurance (SMI)—are very different from each other in many key
respects, it is important to consider the overall cost of Medicare and
its financing. By reviewing Medicare’s total expenditures, the
financial obligation created by the program can be assessed.
Similarly, the sources and relative magnitudes of HI and SMI
revenues are an important policy matter.

The issues of Medicare’s total cost to society and how that cost is paid
are different from the question of the financial status of the Medicare
trust funds. The latter focuses on whether a specific trust fund’s
income and expenditures are in balance. As discussed later in this
section, such an analysis must be performed for each trust fund
individually. The separate HI and SMI financial projections prepared
for this purpose, however, can be usefully combined for the broader
purposes outlined above. To that end, this section presents
information on combined HI and SMI costs and revenues.
Sections ITI.B and III.C of this report present detailed assessments of
the financial status of the HI trust fund and the SMI trust fund,
respectively.

As noted in the preceding Introduction and Conclusion sections, the
actual future costs for Medicare are likely to exceed those shown by
the current-law projections in this report. Congress is almost certain
to prevent reductions in Medicare payment rates to physicians that
would total about 30 percent over the next three years. These
reductions are required by the sustainable growth rate system in
current law, but smaller reductions have been overridden every year
since 2003. Under the Patient Protection and Affordable Care Act, as
amended, increases in the prices paid by Medicare for almost all
other (non-physician) categories of health services will be reduced by
the growth in economy-wide productivity (about 1.1 percent per year).
As described previously, the long-term feasibility of the slower price
increases 1s very uncertain, and a strong possibility exists that
Congress would eventually moderate or eliminate these adjustments.

For these reasons, the estimates shown under current law should be
used cautiously in evaluating the overall financial obligation created
by Medicare and in assessing the financial status of the individual
trust fund accounts. To help illustrate the degree to which the
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current-law projections potentially understate actual future costs, key
results are also provided based on an alternative to current law.17

1. 10-year Actuarial Estimates (2010-2019)

Table III.LA1  shows past and projected Medicare income,
expenditures, and trust fund assets in dollar amounts for calendar
years.!8 Projections are shown under the intermediate set of
assumptions for the short-range projection period 2010 through 2019
based on current law. A more detailed breakdown of expenditures and
income for HI and SMI is provided in tables III.B4 and III.C1,
respectively.

1"The illustrative alternative projections are available at http:/www.cms.gov/
ActuarialStudies/Downloads/2010TRAlternativeScenario.pdf . No endorsement of the
theoretical alternative to current law by the Trustees, CMS, or the Office of the
Actuary should be inferred.

18BAmounts are shown on a “cash” basis, reflecting actual expenditures made during the
year, even if the payments were for services performed in an earlier year. Similarly,
income figures represent amounts actually received during the year, even if incurred in
an earlier year.
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Table lll.A1.—Total Medicare Income, Expenditures, and Trust Fund Assets
during Calendar Years 1970-2019

[In billions]
Net change in Assets at end of
Calendar year Total income Total expenditures assets year
Historical data:
1970 $8.2 $7.5 $0.7 $3.4
1975 17.7 16.3 1.3 12.0
1980 37.0 36.8 0.1 18.3
1985 76.5 72.3 4.2 314
1990 126.3 111.0 15.3 114.4
1995 175.3 184.2 -8.9 143.4
2000 257.1 221.8 35.3 221.5
2001 273.3 244.8 28.5 250.0
2002 284.8 265.7 19.1 269.1
2003 291.6 280.8 10.8 280.0
2004 317.7 308.9 8.8 288.8
2005 357.5 336.4 21.0 309.8
2006 437.0 408.3 28.7 338.5
2007 462.1 431.7 30.4 368.9
2008 480.8 468.1 12.7 381.6
2009 508.2" 509.0 -0.7 380.8
Intermediate estimates:
2010 482.8' 531.5 -48.7 332.1
2011 547.9 545.8 22 334.3
2012 597.1 575.5 216 355.9
2013 650.1 610.2 40.0 395.9
2014 702.5 648.8 53.7 449.6
2015 782.2 683.3 98.9 548.5
2016 782.5 726.9 55.7 604.1
2017 876.1 775.7 100.4 704.5
2018 949.6 831.8 117.8 822.3
2019 1,024.9 894.6 130.4 952.6

TSection 708 of the Social Security Act modifies the provisions for the delivery of Social Security benefit
checks when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Delivery
of benefit checks normally due January 3, 2010 actually occurred on December 31, 2009. Consequently,
the Part B and Part D premiums withheld from the checks and the associated Part B general revenue
contributions were added to the respective Part B or Part D account on December 31, 2009. These
amounts are excluded from the premium income and general revenue income for 2010. Similarly,
delivery of benefit checks normally due January 3, 2016 is expected to occur on December 31, 2015.

Note: Totals do not necessarily equal the sums of rounded components.

As indicated in table III.A1l, Medicare expenditures have increased
rapidly during most of the program’s history. From 1985 to 2009,
expenditures grew at an average annual rate of 8.5 percent. Health
care cost increases, including those for Medicare, Medicaid, and
private health insurance, are affected by the following factors:

+  Growth in the number of beneficiaries;

* Increases in the prices paid per service, which reflect both higher
wages for health care workers and higher prices for the goods and
services purchased by health care providers;

* Increases in the average number of services per beneficiary
(“utilization”); and
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* Increases in the average complexity of services (“intensity”).

Medicare expenditures are projected to increase at an average annual
rate of 5.8 percent during 2010-2019. The average growth rate
reflects the continuing impact of each of the factors listed above,
together with the effects of the scheduled (but unrealistic) physician
payment reductions, the changes in the Affordable Care Act that
affect the level of Medicare costs (such as the phased-in reduction in
Medicare Advantage payment benchmarks), and other ACA changes
that affect cost growth rates (such as the productivity adjustments to
annual payment updates for most providers).

Through most of Medicare’s history, trust fund income has kept pace
with increases in expenditures.!® Under current law, total Medicare
income 1s estimated to increase at a significantly faster rate
(7.3 percent annually) than expenditures during 2010-2019. This
difference arises in part because of the lower expenditures under the
Affordable Care Act and the physician payment reductions. It is also
attributable to faster growth in HI payroll tax revenues as an
increasing proportion of workers becomes subject to the additional
0.9-percent tax rate over time.

Past excesses of income over expenditures have been invested in
U.S. Treasury securities, with total trust fund assets accumulating to
$381 billion at the end of calendar year 2009. Combined assets are
projected to decline significantly in 2010 due to the current recession
and the timing of premium receipts. The change in assets fluctuates
slightly, although remaining positive, over the remainder of the
short-range projection period due to the timing of premium collections
as described in the footnote to table I11.A1.20

2. 75-year Actuarial Estimates (2010-2084)

Table III.A2 shows past and projected Medicare expenditures
expressed as a percentage of GDP.2! This percentage provides a
relative measure of the size of the Medicare program compared to the

19This balance resulted from periodic increases in HI payroll tax rates and other HI
financing, from annual increases in SMI premium and general revenue financing rates
(to match the following year’s estimated expenditures), and from frequent legislation
designed to slow the rate of growth in expenditures.

20See sections III.B and III.C regarding the asset projections for HI and SMI,
separately.

21Tn contrast to the expenditure amounts shown in table III.A1, historical and projected
expenditures are shown on an incurred basis. Incurred amounts relate to the
expenditures for services performed in a given year, even if those expenditures are paid
in a later year.
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general economy and represents the portion of the nation’s total
resources that are dedicated each year to providing health care
services to beneficiaries through Medicare. When interpreting these
projections, however, it is important to understand that projected
Part B, SMI, and total Medicare expenditures are unrealistically low
in 2010 and later because of the current-law physician payment
reductions. Should these payment rates, by new legislation, be
prevented from declining, the overall Medicare costs shown in this
section would be increased—possibly by about 6 to 9 percent in the
short range, depending on the specific changes enacted. If, in
addition, the productivity adjustments to other Medicare price
increases are phased out after 2019, then total Medicare costs in 2030
could be roughly 18 percent greater than shown in table III.AZ2,
38 percent greater in 2050, and 69 percent greater in 2080.

Medicare expenditures represented 0.7 percent of GDP in 1970 and
had grown to 2.7 percent of GDP by 2005, reflecting rapid increases
in the factors affecting health care cost growth, as mentioned
previously. Starting in 2006, Medicare provided subsidized access to
prescription drug coverage through Part D, increasing Medicare
expenditures to 3.1 percent of GDP in the first year. Moderate
continuing growth is projected in the long range under current law,
as a result of the lower price updates under the ACA, with total
Medicare expenditures projected to reach about 6.4 percent of GDP by
2080. For comparison, over the last 50 years total Federal personal
and corporate income tax receipts have averaged 11 percent of GDP.
Projected Medicare costs would slightly exceed those for Social
Security in 2049 and later under current law.

Part of the projected increase is attributable to the prescription drug
benefit in Medicare. In its first (partial) year of operation, this benefit
increased aggregate Medicare costs by about one-eighth.22 With
continuing faster growth in drug costs, relative to the traditional HI
and SMI Part B expenditures, the prescription drug benefit is
projected to increase Medicare costs by roughly 20 percent beginning
in 2020 and about 40 percent at the end of the projection period.23
Under the Affordable Care Act provisions, growth rates for HI and
SMI Part B are reduced by the productivity adjustments to price
updates; these adjustments do not apply to Part D, since payments to
drug plans are established through a bidding process.

2Although the Part D drug benefit became available on January 1, 2006, beneficiaries
had until May 15 to enroll. About 62 percent of the ultimate number of enrollees had
enrolled as of January 1.

23Costs beyond the first 25 years for HI, SMI Part B, and SMI Part D are described in
section IV.D of this report.
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The cost projections shown in table III.A2 for total Medicare, as well
as for Parts A and B, are substantially different than those in the
2009 annual report. The Part D projections also differ, although by
much lower relative amounts than for Parts A and B. These
differences arise for a number of reasons, which are described in
sections III.B and III.C, with the Affordable Care Act having the
greatest impact.

Table lll.A2.—HI and SMI Incurred Expenditures as a Percentage
of the Gross Domestic Product

HI SMI
Calendar year Part A Part B Part D Total
Historical data:
1970 0.52% 0.22% — 0.74%
1975 0.73 0.30 — 1.03
1980 0.91 0.41 — 1.32
1985 1.12 0.56 — 1.68
1990 1.14 0.76 — 1.90
1995 1.58 0.90 — 2.47
2000 1.31 0.94 — 2.25
2001 1.38 1.01 — 2.40
2002 1.42 1.06 — 2.48
2003 1.41 1.12 — 2.53
2004 1.43 1.18 0.00% 2.61
2005 1.45 1.22 0.01 2.68
2006 1.45 1.27 0.33 3.06
2007 1.46 1.30 0.36 3.12
2008 1.53 1.27 0.38 3.18
2009 1.67 1.45 0.41 3.53
Intermediate estimates:
2010 1.66 1.49 0.43 3.59
2011 1.66 1.39 0.45 3.51
2012 1.63 1.39 0.47 3.49
2013 1.61 1.40 0.49 3.49
2014 1.59 1.42 0.50 3.51
2015 1.55 1.43 0.52 3.50
2016 1.55 1.44 0.55 3.54
2017 1.56 1.47 0.57 3.60
2018 1.58 1.51 0.60 3.69
2019 1.60 1.56 0.64 3.80
2020 1.63 1.61 0.67 3.91
2025 1.80 1.87 0.86 4.53
2030 1.99 2.10 1.02 5.11
2035 2.15 2.24 1.13 5.52
2040 2.24 2.30 1.21 5.76
2045 2.27 2.32 1.28 5.87
2050 2.27 2.33 1.35 5.94
2055 2.25 2.35 1.42 6.02
2060 2.23 2.39 1.50 6.12
2065 2.22 2.42 1.57 6.21
2070 2.21 2.45 1.63 6.29
2075 2.19 2.46 1.70 6.35
2080 2.15 2.47 1.75 6.37

The 75-year projection period fully allows for the presentation of
future developments that are expected to occur, such as the impact of
a large increase in enrollees during 2010-2030. This increase in the
number of beneficiaries will occur because the relatively large
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number of persons born during the period between the end of World
War II and the mid-1960s (known as the baby boom generation) will
reach eligibility age and begin to receive benefits. Moreover, as the
average age of Medicare beneficiaries increases, these individuals will
experience greater health care utilization and costs, thereby adding
further to growth in program expenditures. Table III.A3 shows past
and projected enrollment in the Medicare program.

As indicated in table III.LA3, the total number of Medicare
beneficiaries approximately doubled over the last 35 years and is
expected to double again over approximately the next 35 years.
During this same historical period, the number of covered workers
also increased rapidly (by about 55 percent), but is projected to
increase much more slowly (about 28 percent) over the next 35 years.
This relative demographic shift and its implications for Medicare
costs, relative to workers’ earnings or to the GDP, are fairly well
known.

The enrollment data also show that the number of Medicare
beneficiaries enrolled in private health plans under Part C has
increased substantially in recent years, reflecting the higher
Medicare payments to Medicare Advantage plans specified by the
Medicare Prescription Drug, Improvement, and Modernization Act of
2003 and the additional benefit coverage that such plans could offer
as a result. In 2009, enrollment in private health plans represented
24 percent of total Medicare beneficiaries, with nearly all such
enrollees participating in Medicare Advantage health insurance
plans. Enrollment in MA plans is expected to decline in the future,
both in number and as a percent of total beneficiaries. As noted, the
Affordable Care Act reduces Medicare payments to private plans,
which will result in less-generous plan benefit packages and/or higher
premiums. By 2017 when these changes are fully phased in, an
estimated 15 percent of Medicare beneficiaries would remain in
private Part C health plans, with the balance reverting back to
traditional “fee-for-service” Medicare. Ultimately, the proportion of
beneficiaries in such plans is estimated to stabilize at just under
13 percent.
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Table 1ll.A3.—Medicare Enroliment
[In thousands]

HI SMI
Calendar year Part A Part B Part D Part C Total’
Historical data:
1970 20,104 19,496 — — 20,398
1975 24,481 23,744 — — 24,864
1980 28,002 27,278 — — 28,433
1985 30,621 29,869 — 1,271 31,081
1990 33,747 32,567 — 2,017 34,251
1995 37,175 35,641 — 3,467 37,594
2000 39,257 37,335 — 6,856 39,688
2001 39,669 37,667 — 6,166 40,103
2002 40,065 37,982 — 5,538 40,508
2003 40,738 38,584 — 5,302 41,188
2004 41,485 39,123 1,217 5,375 41,902
2005 42,233 39,752 1,841 5,794 42,606
2006 43,065 40,361 30,536 7,292 43,436
2007 44,010 41,093 31,217 8,666 44,368
2008 45,098 41,958 32,413 10,008 45,453
2009 45,970 42,846 33,401 11,098 46,318
Intermediate estimates:
2010 47,014 43,932 34,372 11,683 47,351
2011 48,308 45,010 35,219 11,998 48,634
2012 49,975 46,404 37,095 12,106 50,293
2013 51,678 47,897 38,211 11,832 51,087
2014 53,235 49,250 39,221 11,136 53,536
2015 54,771 50,579 40,257 10,205 55,063
2016 56,343 51,939 41,337 9,289 56,629
2017 57,986 53,362 42,512 8,603 58,264
2018 59,685 54,843 43,690 8,223 59,957
2019 61,442 56,382 44,897 8,161 61,708
2020 63,248 57,967 46,207 8,253 63,508
2025 72,361 66,041 52,824 9,323 72,603
2030 80,194 73,068 58,515 10,329 80,424
2035 85,144 77,488 62,112 2 85,367
2040 88,049 80,208 64,224 2 88,271
2045 90,020 81,981 65,659 2 90,243
2050 92,445 84,182 67,425 2 92,670
2055 95,637 87,055 69,748 2 95,863
2060 99,598 90,684 72,631 2 99,825
2065 103,448 94,184 75,428 2 103,670
2070 107,546 97,916 78,404 2 107,761
2075 111,945 101,930 81,596 2 112,147
2080 116,182 105,794 84,666 2 116,366

"Number of beneficiaries with HI and/or SMI coverage.
2Enrollment in Part C is not explicitly projected beyond 2030.

The past and projected amounts of Medicare revenues as a
percentage of total non-interest Medicare income are shown in
table III.A4, based on the intermediate assumptions. Interest income
is excluded, since, under current law, it would not be a significant
part of program financing in the long range.
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Table lll.A4.—Medicare Sources of Income as a Percentage of Total Income

Tax on Brand-name State General
Calendar year Payroll taxes benefits Premiums’ drug fees transfers revenue
Historical data:
1970 61.8% — 13.7% — — 24.6%
1980 68.0 — 8.6 — — 234
1990 62.2 — 9.8 — — 27.9
2000 59.8 3.6% 9.1 — — 27.6
2009 39.1 25 13.4 — 1.5% 43.5
Intermediate estimates:
2010 39.7 3.0 13.1 — 0.9 433
2020 36.5 4.4 14.2 0.3% 1.7 42.9
2030 30.1 4.6 15.5 0.2 22 47.5
2040 28.3 45 15.9 0.1 24 48.8
2050 27.9 4.4 16.0 0.1 25 49.2
2060 26.8 4.2 16.4 0.0 26 50.0
2070 26.1 4.1 16.6 0.0 2.8 50.4
2080 25.7 4.1 16.8 0.0 2.9 50.5

TIncludes premium revenue from HI and both accounts in the SMI trust fund.
Note: Row sums may not exactly equal 100 percent due to rounding.

In 2009, general revenues (primarily those for SMI) represented
44 percent of total non-interest income to the Medicare program—
becoming, for the first time, the largest share of Medicare financing.
HI payroll taxes were the next largest source of overall financing, at
39 percent. Beneficiary premiums (again, primarily for SMI) were
third, at 13 percent. Under current law, HI tax revenues are projected
to fall increasingly short of HI expenditures after 2021 until 2045.
Thereafter, HI tax revenues are still projected to fall short of HI
expenditures but by a decreasing margin. (Such revenues were also
less than expenditures from 2007 to the present, but, beginning in
2011, provisions of the ACA are estimated to improve and, for a short
time, eliminate the HI trust fund deficit.) In contrast, SMI premium
and general revenues will keep pace with SMI expenditure growth,
and, once fully phased down,24 State payments (on behalf of Medicare
beneficiaries who also qualify for full Medicaid benefits) will grow
with Part D expenditures. A new source of Part B financing, from fees
on manufacturers and importers of brand-name prescription drugs,
will increase from $2.2 billion in 2011 to $4.0 billion in 2018 but then
decrease to $2.7 billion for 2019 and later. In the absence of
legislation, HI tax income would represent a declining portion of total
Medicare revenues. In 2029, for example, just prior to the projected
exhaustion of the HI trust fund, currently scheduled HI payroll taxes
would represent about 30 percent of total non-interest Medicare

24State payments to Part D amounted to 90 percent of their projected foregone
Medicaid prescription drug costs in 2006, with this percentage phasing down over a
10-year period to 75 percent in 2015.
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income. General revenues and beneficiary premiums would equal
about 47 and 15 percent, respectively.25

The Medicare Modernization Act requires an expanded analysis of
the combined expenditures and dedicated revenues of the HI and SMI
trust funds. In particular, the Act requires a determination as to
whether projected annual “general revenue funding” exceeds
45 percent of total Medicare outlays within the next 7 fiscal years
(2010-2016). For this purpose, general revenue funding is defined in
the law as total Medicare outlays minus dedicated Medicare financing
sources. Dedicated Medicare financing sources include HI payroll
taxes; income from taxation of Social Security benefits; State
transfers for the prescription drug benefit; premiums paid under
Parts A, B, and D; fines and penalties collected as a result of program
integrity efforts; and any gifts received by the Medicare trust funds.
The test is applied using expenditures adjusted to avoid temporary
distortions arising from the payment of Medicare Advantage
capitation amounts in September when the normal October payment
date is a Saturday or Sunday. Figure III.A1 shows the projected
difference between total Medicare outlays and dedicated funding
sources as a percentage of total outlays over the long-range projection
period.

Congress established the 45-percent test to help call attention to
Medicare’s impact on the Federal Budget. Determinations of “excess
general revenue Medicare funding” were made in each of the Trustees
Reports for 2006, 2007, 2008, and 2009. Two consecutive such
determinations trigger a “Medicare funding warning,” which
indicates that a trust fund’s financing is inadequate or that the
general revenues provided under current law are becoming unduly
large. “Medicare funding warnings” were thus prompted by the 2007,
2008, and 2009 reports. Such findings require the President to submit
to Congress, within 15 days after the date of the Budget submission
for the succeeding year, proposed legislation to respond to the
warning.26

25The general revenue share of total Medicare revenues cannot be directly compared to
the difference between outlays and dedicated revenues as a share of outlays (described
previously). Although currently somewhat similar in magnitude, the former measure
does not reflect the HI deficit, whereas the latter measure does.

26Congress is required to consider the legislation proposed in response to “Medicare
funding warnings” on an expedited basis. No action was taken regarding the response
to the 2007 warning. In January 2009, the House of Representatives passed a
resolution (H.Res.5, section 3(e)) stating that section 803 of the Medicare
Modernization Act, governing the action required by the House in response to a
funding warning, will not apply to the 111th Congress.
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Figure III.A1 displays the historical and projected ratio of the
difference between total Medicare outlays and dedicated financing
sources, to total Medicare outlays, on a calendar-year basis. As
indicated, this ratio exceeded 45 percent at the end of calendar year
2009 and is expected to do so in 2010 (as a result of the lower payroll
tax and benefit tax receipts caused by the current economic
recession). The test, however, is formally applied on a fiscal-year
basis. In this year’s report, the difference is projected to exceed
45 percent in fiscal year 2010—the first year of the projection period
and the fifth consecutive time that the threshold has been exceeded
within the first 7 years of the projection. (The 45-percent ratio is
reached much earlier in the projection period in this year’s report due
to lower projected payroll tax income for 2010 than had been expected
in prior reports. The ratio would decline below 45 percent for 2012
through the remainder of the 7 year period under the intermediate
assumptions.) Accordingly, a determination of “excess general
revenue Medicare funding” is made again this year. With this fifth
consecutive finding, another “Medicare funding warning” is
triggered.2’” Revenue increases of at least $22 billion or benefit
reductions of at least $40 billion, or some combination of revenue
increases and benefit reductions, would be required to reduce the
ratio below 45 percent through 2016.

2"The Medicare Modernization Act directs the President to submit a legislative
proposal responding to the funding warning within 15 days of the President’s Fiscal
Year 2012 Budget, which will be released in early February 2011.
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Figure lll.A1.—Projected Difference between Total Medicare Outlays
and Dedicated Financing Sources, as a Percentage of Total Outlays
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As is also indicated in figure III.A1, the difference between outlays
and dedicated funding sources is projected to reach 53 percent of
outlays by 2035 and to remain at about that level throughout the
remainder of the 75-year period. Although the law characterizes this
difference as “general revenue funding,” it is important to recognize
that current law provides for general revenue transfers only for
certain purposes related to Parts A, B, and D, as follows:

* Financing specified portions of SMI Part B and SMI Part D
expenditures;

* Reimbursing the HI trust fund for the costs of certain uninsured
beneficiaries;

* Paying interest on invested assets of the trust funds; and

* Redeeming the special Treasury securities held as assets by the
trust funds.

The difference between outlays and dedicated funding sources, as
shown in figure III.A1, will reflect all of these general revenue
transfers, plus the imbalance between HI expenditures and dedicated
revenues after HI asset exhaustion in 2029. There is no provision
under current law to cover the shortfall. In particular, transfers from
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the general fund of the Treasury could not be made for the purpose of
avoiding asset exhaustion without new legislation.

The Medicare Modernization Act also requires that projected growth
in the difference between outlays and dedicated revenues be
compared with other health spending growth rates. Table III.A5
contains this comparison.

Table lll.LA5.—Comparative Growth Rates of Medicare, Private Health Insurance,
National Health Expenditures, and GDP
Average annual growth in:

Incurred outlays

minus dedicated Incurred National health  Private health
Calendar year revenues Medicare outlays GDP expenditures1 insurance’
2004 16.8% 9.9% 6.5% 6.9% 6.9%
2005 6.8 9.4 6.5 6.9 6.9
2006 38.0 20.9 6.0 6.6 5.3
2007 8.2 7.4 5.1 6.0 4.4
2008 3.6 4.4 2.6 4.4 3.1
2009 244 9.8 -1.3 5.7 3.3
2010 16.8 5.1 3.7 3.9 25
2011 -10.1 23 4.7 5.2 4.0
2012 22 5.5 5.9 5.5 3.7
2013 1.9 6.3 6.3 6.1 5.4
2014 3.6 6.4 5.9 6.6 6.7
2015 -0.1 5.4 5.6 6.7 71
2016 12.2 6.4 5.2 7.0 6.8
2017 3.5 6.8 5.0 6.8 6.2
2018 8.0 7.3 4.7 6.8 5.8
2019 9.6 7.5 4.5 6.6 5.4
2020-2034 9.3 7.2 4.6 — —
2035-2059 5.1 5.1 4.6 — —
2060-2084 4.7 4.7 4.6 — —

"Source: National health expenditure (NHE) projections article published on February 4, 2010. This
article, along with the paper outlining the methodology, is available at http://www.cms.gov/
NationalHealthExpendData/03_NationalHealthAccountsProjected.asp.

As shown in table III.A5, the gap between outlays and dedicated
revenues, and Medicare outlays, both increased substantially when
the prescription drug benefit was fully implemented in 2006. In
addition, this gap will increase faster than outlays in most years
through 2034 since the dedicated sources of income to the HI trust
fund will generally cover a decreasing percentage of HI outlays.

In addition to projected Medicare outlay growth, table III.LA5 shows
projected growth in GDP, total expenditures on health care in the
U.S., and private health insurance expenditures. Each of the health
expenditure categories is expected to continue the longstanding trend
of increasing more rapidly than GDP in most years. Private health
insurance expenditures equal the total premiums earned by private
health insurers, including benefits incurred and the net cost of
insurance. The net cost of insurance includes administrative costs,
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additions to reserves, rate credits and dividends, premium taxes, and
profits or losses.

Comparisons between aggregate Medicare and private health
insurance cost growth are affected by several factors:

* The number of Medicare beneficiaries is currently increasing by
about 2 percent per year, and this growth rate will increase to
approximately 3 percent after 2010 as the post-World War II baby
boom generation reaches eligibility age. As a result of the recession,
the number of individuals with private health insurance 1is
projected to decline through 2010 and increase only slowly in the
future.

* The benefits covered by Medicare and private health insurance
plans can vary. In particular, though most prescription drugs are
currently covered by Medicare, this was not the case prior to 2006.
Moreover, many Medicare beneficiaries who had private drug
insurance coverage (such as Medigap policies) switched to the
subsidized Part D coverage in 2006, thereby accelerating Medicare
outlay growth while slowing private health insurance growth.

* The use of health care services differs significantly between
Medicare beneficiaries (who are generally over 65) and individuals
with private health insurance (who are predominantly below
age 65). The former group, for example, has a higher incidence of
hospitalization, skilled nursing care, and home health care. For the
latter group, physician services represent a greater proportion of
their total health care needs. Different cost growth trends by type
of service will affect overall growth rates and reflect the
distribution of services for each category of people.

A number of research studies have attempted to control for some or
all of these differences in comparing growth trends. Over long
historical periods, average, demographically adjusted, per capita
growth rates for common benefits have been somewhat lower for
Medicare than for private health insurance. For shorter periods,
however, the rates of growth have often diverged substantially, and
the differential has been negative in some years and positive in
others. More information on past and projected national and private
health expenditures, and comparisons to Medicare growth rates, is
available in the sources cited in table ITI.A5.

Under current law, the HI and SMI trust funds are separate and
distinct, each with its own sources of financing. There are no
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provisions for using HI revenues to finance SMI expenditures, or vice
versa, or for lending assets between the two trust funds. Moreover,
the benefit provisions, financing methods, and, to a lesser degree,
eligibility rules are very different between these Medicare
components. In particular, both accounts of the SMI trust fund are
automatically in financial balance under current law, whereas the HI
fund is not.

For these reasons, the financial status of the Medicare trust funds
can be evaluated only by separately assessing the status of each fund.
The following two sections of this report present such assessments for
HI and SMI, respectively.

B. HI FINANCIAL STATUS
1. Financial Operations in Calendar Year 2009

The Federal Hospital Insurance Trust Fund was established on
July 30, 1965 as a separate account in the U.S. Treasury. All the HI
financial operations are handled through this fund.

A statement of the revenue and expenditures of the fund in calendar
year 2009, and of its assets at the beginning and end of the calendar
year, 1s presented in table III1.B1.

The total assets of the trust fund amounted to $321.3 billion on
January 1, 2009. During calendar year 2009, total revenue amounted
to $225.4 billion, and total expenditures were $242.5 billion. Total
assets thus decreased by $17.1billion during the year, to
$304.2 billion on December 31, 2009.
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Table lll.B1.—Statement of Operations of the HI Trust Fund
during Calendar Year 2009
[In thousands]

Total assets of the trust fund, beginning of period .............ccccooiiiiiiiniiiie e, $321,270,415
Revenue:
Payroll taxes $190,889,744
Income from taxation of OASDI benefits . 12,376,000
Interest on investments 15,323,052
Premiums collected from voluntary participants ... 2,907,735
Premiums collected from Medicare Advantage participants . 135,310
Transfer from Railroad Retirement account 496,000
Reimbursement, transitional uninsured coverage 614,000
Reimbursement, program management general fund 281,000
SSA interfund interest payments to SSA trust funds’ .... -1,009
Military service wage credit, general fund 968,000
Interest on reimbursements, Railroad Retirement 28,272

Lo o 2212

Reimbursement, Union activity. 918
Fraud and abuse control receipts:
Criminal fines 620,965
Civil monetary penalties... 10,915
Civil penalties and damages, CMS 5,569
Civil penalties and damages, Department of Justice 620,920
3% administrative expense reimbursement, Department of Justice 19,244
3% administrative expense reimbursement, CMS.................... . 2,969
Fraud and abuse appropriation for FBI 126,258
TOAI FEVENUE ... s e ne s e e eeeen $225,428,075
Expenditures:
Net benefit PAYMENTS............ooiiiieieie e $239,260,430
Administrative expenses:
Treasury administrative @XPenSes..........occuviiiieiiiiieniiieee e 181,060
Salaries and expenses, SSA” 859,935
Salaries and expenses, cms?® 1,107,986
Salaries and expenses, Office of the Secretary, HHS . 38,542
Medicare Payment Advisory Commission 6,842
Fraud and abuse control expenses:
HHS Medicare integrity program.... 331,277
HHS Office of Inspector General®... -42,563
Department of Justice . 474,548
|21 = ] 252,516
HCFAC Discretionary, CMS .. . 7,542
Total administrative expenses 3,217,685

Total expenditures $242,478,115

Net addition to the trust fuUNd ... -17,050,040
Total assets of the trust fund, end Of PErOd. ...........o..oeveveeeeeceeeeeeeeeeeeeeeeeeeee e $304,220,376

"A positive figure represents a transfer to the HI trust fund from the other trust funds. A negative figure
represents a transfer from the HI trust fund to the other funds.

2For facilities, goods, and services provided by SSA.

®Includes administrative expenses of the intermediaries.

‘A positive figure represents a transfer from the HI trust fund. A negative figure represents a transfer to
the HI trust fund.

Note: Totals do not necessarily equal the sums of rounded components.
a. Revenues

The trust fund’s primary source of income consists of amounts
appropriated to it, under permanent authority, on the basis of taxes
paid by workers, their employers, and individuals with
self-employment income, in work covered by HI. Included in HI are
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workers covered under the OASDI program, those covered under the
Railroad Retirement program, and certain Federal, State, and local
employees not otherwise covered under the OASDI program.

HI taxes are payable without limit on a covered individual’s total
wages and self-employment income. For calendar years prior to 1994,
taxes were computed on a person’s annual earnings up to a specified
maximum annual amount, called the maximum tax base. The
maximum tax bases for 1966-1993 are presented in table III.B2.
(Legislation enacted in 1993 removed the limit on taxable income
beginning in calendar year 1994.)

The HI tax rates applicable in each of the calendar years 1966 and
later are also shown in table III.B2. For 2011 and thereafter, the tax
rates shown are the rates scheduled in current law. As indicated in
the footnote to the table, in 2013 and later employees and self-
employed individuals with earnings above certain thresholds will pay
an additional HI tax of 0.9 percent on their earnings above the
thresholds.

Table lll.B2.—Tax Rates and Maximum Tax Bases
Tax rate
(Percentage of taxable earnings)
Employees and

Calendar years Maximum tax base employers, each Self-employed
Past experience:

1966 $6,600 0.35% 0.35%
1967 6,600 0.50 0.50
1968-71 7,800 0.60 0.60
1972 9,000 0.60 0.60
1973 10,800 1.00 1.00
1974 13,200 0.90 0.90
1975 14,100 0.90 0.90
1976 15,300 0.90 0.90
1977 16,500 0.90 0.90
1978 17,700 1.00 1.00
1979 22,900 1.05 1.05
1980 25,900 1.05 1.05
1981 29,700 1.30 1.30
1982 32,400 1.30 1.30
1983 35,700 1.30 1.30
1984 37,800 1.30 2.60
1985 39,600 1.35 2.70
1986 42,000 1.45 2.90
1987 43,800 1.45 2.90
1988 45,000 1.45 2.90
1989 48,000 1.45 2.90
1990 51,300 1.45 2.90
1991 125,000 1.45 2.90
1992 130,200 1.45 2.90
1993 135,000 1.45 2.90
1994-2010 no limit 1.45 2.90

Scheduled in current law:

2011 & later no limit 1.45" 2.90'

"Beginning in 2013, workers will pay an additional 0.9 percent of their earnings above $200,000 (for
those who file an individual tax return) or $250,000 (for those who file a joint income tax return).
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Total HI payroll tax income in calendar year 2009 amounted to
$190.9 billion—a decrease of 3.9 percent over the amount of
$198.7 billion for the preceding 12-month period. This decrease in tax
income resulted primarily from a decrease in the number of workers
due to the economic recession.

Up to 85 percent of an individual’s or couple’s OASDI benefits may be
subject to Federal income taxation if their income exceeds certain
thresholds. The income tax revenue attributable to the first
50 percent of OASDI benefits is allocated to the OASI and DI trust
funds. The revenue associated with the amount between 50 and
85 percent of benefits is allocated to the HI trust fund. Income from
the taxation of OASDI benefits amounted to $12.4 billion in calendar
year 2009.

Another substantial source of trust fund income is interest credited
from investments in government securities held by the fund. In
calendar year 2009, $15.3 billion in interest was credited to the fund.
The trust fund’s investment procedures are described later in this
section.

Section 1818 of the Social Security Act provides that certain persons
not otherwise eligible for HI protection may obtain coverage by
enrolling in HI and paying a monthly premium. Premiums collected
from such voluntary participants in calendar year 2009 amounted to
about $2.9 billion.

The Railroad Retirement Act provides for a system of coordination
and financial interchange between the Railroad Retirement program
and the HI trust fund. This financial interchange requires a transfer
that would place the HI trust fund in the same position in which it
would have been if railroad employment had always been covered
under the Social Security Act. In accordance with these provisions, a
transfer of $496 million in principal and about $13 million in interest
from the Railroad Retirement program’s Social Security Equivalent
Benefit Account to the HI trust fund balanced the two systems as of
September 30, 2008. This amount, together with interest to the date
of transfer totaling about $15 million, was transferred to the trust
fund in June 2009.

Two sections of the statute authorize HI benefits for certain
uninsured persons aged 65 and over. Entitlement to HI benefits was
provided to almost all persons aged 65 and over, or near that age,
when the HI trust fund first began operations. Legislation in 1982
added similar transitional entitlement for those Federal employees
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who would retire before having had a chance to earn sufficient
quarters of Medicare-qualified Federal employment. The costs of this
coverage, including administrative expenses, are reimbursed from the
general fund of the Treasury. In calendar year 2009, such
reimbursement amounted to $614 million (all for estimated benefit
payments). The $614 million for benefit payments consisted of
$251 million for non-Federal uninsured and $263 million for Federal
uninsured beneficiaries.

The Health Insurance Portability and Accountability Act of 1996
established a health care fraud and abuse control account within the
HI trust fund. Monies derived from the fraud and abuse control
program are transferred from the general fund of the Treasury to the
HI trust fund. During calendar year 2009, the trust fund was credited
with about $1,407 million in receipts from this program.

b. Expenditures

Expenditures for HI benefit payments and administrative expenses
are paid out of the trust fund. All expenses incurred by the
Department of Health and Human Services, the Social Security
Administration, the Department of the Treasury (including the
Internal Revenue Service), and the Department of Justice in
administering HI are charged to the trust fund. Such administrative
duties include payment of benefits, the collection of taxes, fraud and
abuse control activities, and experiments and demonstration projects
designed to determine various methods of increasing efficiency and
economy in providing health care services, while maintaining the
quality of such services, under HI and SMI.

In addition, Congress has authorized expenditures from the trust
funds for construction, rental and lease, or purchase contracts of
office buildings and related facilities for use in connection with the
administration of HI. These costs are included in trust fund
expenditures. The net worth of facilities and other fixed capital
assets, however, is not carried in the statement of trust fund assets
presented in this report, since the value of fixed capital assets does
not represent funds available for benefit or administrative
expenditures and is not, therefore, considered in assessing the
actuarial status of the funds.

Of the $242.5billion in total HI expenditures, $239.3 billion
represented net benefits paid from the trust fund for health

61



Actuarial Analysis

services.?8 Net benefit payments increased 6.9 percent in calendar
year 2009 over the corresponding amount of $223.8 billion paid
during the preceding calendar year. This increase was larger than
usual due to a significant increase in the average complexity of cases
as coded under the new MS-DRG system for classifying discharges by
cost category. Further information on HI benefits by type of service is
available in section IV.A.

The remaining $3.2 billion in expenditures was for net HI
administrative expenses, after adjustments to the preliminary
allocation of administrative costs among the Social Security and
Medicare trust funds and the general fund of the Treasury. This
amount includes $1.0 billion for the health care fraud and abuse
control program.

c. Actual experience versus prior estimates

Table III.B3 compares the actual experience in calendar year 2009
with the estimates presented in the 2008 and 2009 annual reports. A
number of factors can contribute to differences between estimates and
subsequent actual experience. In particular, actual values for key
economic and other variables can differ from assumed levels, and
legislative and regulatory changes may be adopted after a report’s
preparation. The comparison in table II1.B3 indicates that actual HI
tax income in 2009 was slightly lower than estimated in the 2009
report and substantially lower than estimated in the 2008 report
primarily because actual wage growth and the number of covered
workers were lower than the earlier estimates due to the economic
recession that began in December 2007. Actual HI benefit payments
in calendar year 2009 were slightly lower than the amounts projected
in the 2008 and 2009 reports largely as a result of lower payment
updates due to the economic recession.

Table 11l.B3.—Comparison of Actual and Estimated Operations of the HI Trust Fund,
Calendar Year 2009
[Dollar amounts in millions]
Comparison of actual experience with estimates for
calendar year 2009 published in—

2009 report 2008 report
Actual as Actual as
Estimated  percentage Estimated percentage
ltem Actual amount  amount’ of estimate amount’ of estimate
Payroll taxes $190,890 $192,707 99% $210,574 91%
Benefit payments 239,260 242,304 99 241,458 99

"Under the intermediate assumptions.

28Net benefits equal the total gross amounts initially paid from the trust fund during
the year, less recoveries of overpayments identified through fraud and abuse control
activities.
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d. Assets

The portion of the trust fund that is not needed to meet current
expenditures for benefits and administration is invested, on a daily
basis, in interest-bearing obligations of the U.S. Government. The
Social Security Act authorizes the issuance of special public-debt
obligations for purchase exclusively by the trust fund. The law
requires that these special public-debt obligations bear interest, at a
rate based on the average market yield (computed on the basis of
market quotations as of the end of the calendar month immediately
preceding the date of such issue), on all marketable interest-bearing
obligations of the United States forming a part of the public debt that
are not due or callable until after 4 years from the end of that month.
Currently, all invested assets of the HI trust fund are in the form of
such special-issue securities.2? Table V.E9, presented in appendix E,
shows the assets of the HI trust fund at the end of fiscal years 2008
and 2009.

2. 10-Year Actuarial Estimates (2010-2019)

While the previous section addressed the transactions of the HI trust
fund during the preceding calendar year, this section presents
estimates of the trust fund’s operations and financial status for the
next 10 years. The long-range actuarial status of the trust fund is
discussed in the next section. In both this and the following section,
the projections shown under current law assume that no changes
occur in the present statutory provisions and regulations under which
HI operates.

The estimates shown in this section provide detailed information
concerning the short-range financial status of the trust fund. The
estimated levels of future income and outgo, annual differences
between income and outgo, and annual trust fund balances are
explained and examined. Two particularly important indicators of
solvency for the HI trust fund—the estimated year of exhaustion and
the test of short-range financial adequacy—are also discussed.

To illustrate the sensitivity of future costs to different economic and
demographic trends, estimates are shown for current law under three
alternative sets of assumptions, which are intended to portray a
reasonable range of possible future trends. Due to the uncertainty
inherent in such projections, however, the actual operations of the HI

29Investments may also be made in obligations guaranteed as to both principal and
interest by the United States, including certain federally sponsored agency obligations.
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trust fund in the future could differ significantly from these
estimates.

Figure II1.B1 shows past and projected income and expenditures for
the HI trust fund. Following the Balanced Budget Act of 1997, the
fund experienced annual surpluses in the range of $21 billion to
$36 billion through 2003. This difference decreased to between
$13 billion and $16 billion in 2004 and 2005, but then reached about
$20 billion in 2006 and 2007—in large part as a result of a
misallocation of certain hospice benefit costs to the Part B trust fund
account. This accounting error was corrected in 2008. Beginning in
2008, expenditures exceeded income, and this situation is expected to
continue for the next 4 years. Beginning in 2014, trust fund surpluses
are estimated to occur for the rest of the short-range projection period
and several years after that.

The impact of the current serious economic recession on HI payroll
tax income is apparent in figure III.B1. In 2009, payroll taxes
decreased as a result of higher unemployment and slow growth in
wages along with collection lags. A further reduction in such revenues
is expected for 2010, in part as a result of downward adjustments to
collections in prior years. In addition, an increase in expenditures is
expected due to increased utilization of services and the regular
updating of the payment rates. Together these factors result in an
estimated trust fund deficit of $31.7 billion in 2010.

For the next several years, HI trust fund income is estimated to
continue to fall short of expenditures, although the magnitude of
these deficits will be sharply reduced by the provisions of the Patient
Protection and Affordable Care Act, as amended. Beginning in 2014,
small surpluses occur for the remainder of the short-range projection
period. Price updates for all HI providers will be adjusted downward
by the growth in economy-wide productivity, which will slow
expenditure growth rates by about 1.1 percentage points per year.
The level of expenditures will also be reduced significantly by the
2011 freeze and subsequent reductions in Medicare Advantage
payment benchmarks under the ACA, and HI payroll tax revenues
will be increased by the additional 0.9-percent tax rate for high-
income workers in 2013 and later. Collectively, these and the other
provisions in the ACA result in an estimated HI surplus of
$15-$20 billion per year during 2015-2019, compared to an average
annual deficit of more than $80 billion for this period as estimated
prior to the legislation.
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Figure 11.B1.—HI Expenditures and Income
[In billions]
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As figure III.B1 illustrates, HI income growth is estimated to be
significantly greater during 2011-2017 than expenditure growth, in
contrast to the opposite situation that tends to prevail. Income
growth is aided during this period by the recovery from the economic
recession (assumed to begin later in 2010) and by the fixed earnings
thresholds for application of the additional 0.9-percent HI payroll tax
rate (which will result in an increasing proportion of workers paying
this tax over time). At the same time, expenditure growth is slowed
significantly by the other ACA provisions mentioned previously.

The expected operations of the HI trust fund during calendar years
2010 to 2019, together with the past experience, are shown in
table III.B4. The estimates shown in this table are based on the
intermediate set of assumptions. The detailed assumptions
underlying the intermediate projections are presented in section IV.A
of this report.
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The increases in estimated income shown in table II1.B4 primarily
reflect increases in payroll tax income to the trust fund since such
taxes are the main source of HI financing. As noted, payroll tax
revenues increase in 2013 and later as a result of the additional
0.9-percent tax rate on earnings for high-income workers. For all
other workers, while the payroll tax rate is scheduled to remain
constant, covered earnings are assumed to increase every year after
2010 under the intermediate assumptions due largely to projected
increases in both the number of HI workers covered and the average
earnings of these workers.

Over the next 10 years, most of the smaller sources of financing for
the HI trust fund are projected to increase as well. More detailed
descriptions of these sources of income can be found in section III.B1.

Interest earnings have been a significant source of income to the trust
fund for many years, surpassed only by payroll taxes. As the trust
fund declines over time (as income falls short of expenditures), in the
absence of corrective legislation, interest earnings would follow the
same pattern.

Since future economic, demographic, and health care usage and cost
experience may differ considerably from the intermediate
assumptions on which the cost estimates shown in table II1.B4 were
based, projections have also been prepared on the basis of “low-cost”
and “high-cost” assumptions. The three sets of assumptions were
selected to illustrate the sensitivity of costs to different economic and
demographic trends, and to provide an indication of the uncertainty
associated with HI financial projections. The low-cost and high-cost
alternatives provide for a fairly wide range of possible experience.
While actual experience may fall within the range, other outcomes
are possible, particularly in light of the wide variations in experience
that have occurred in the past and the likelihood of further legislation
affecting HI. The assumptions used in preparing projections under
the low-cost and high-cost alternatives, as well as under the
intermediate assumptions, are discussed more fully in section IV.A of
this report.

The estimated operations of the HI trust fund during calendar years
2009 to 2019, under all three alternatives, are summarized in
table II1.B5. The trust fund ratio, defined as the ratio of assets at the
beginning of the year to expenditures during the year, was
132 percent for 2009. Under the intermediate assumptions, the trust
fund ratio is projected to decline gradually to a level of 77 percent at
the beginning of 2015 under current law. The ratio would remain
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approximately level through the remainder of the short-range
projection period and several years after that. Without legislation to
correct the financial imbalance, the fund would start decreasing
again and use up all its remaining assets in 2029 and would thus
become exhausted under the intermediate assumptions. If the
reductions in Medicare price updates under the Affordable Care Act
cannot be maintained throughout this period, then asset depletion
would occur in 2028, based on the illustrative alternative projection.

Under the low-cost alternative, the trust fund would continue to grow
indefinitely after the first few years, while under the high-cost
alternative, exhaustion would occur in 2017. Without corrective
legislation, therefore, the assets of the HI trust fund would be
exhausted within the next 7to 19 years under the high-cost and
intermediate assumptions. While the projected date of exhaustion has
been postponed significantly by the provisions of the Affordable Care
Act, the fact that exhaustion would still occur under a fairly broad
range of future economic conditions indicates the importance of
promptly addressing the HI trust fund’s remaining financial
imbalance. Moreover, early corrections—that is, those made while HI
trust fund assets are still at an adequate level—would require
addressing only the underlying financial imbalance. If corrections are
delayed until HI assets are significantly depleted, then assets would
also have to be restored to an appropriate level for future
contingencies.
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Table 11l.B5.—Estimated Operations of the HI Trust Fund
during Calendar Years 2009-2019, under Alternative Sets of Assumptions
[Dollar amounts in billions]

Ratio of assets to

Calendar Total Net increase Fund at expenditures1
year Total income expenditures in fund end of year (percent)
Intermediate:
2009° $225.4 $242.5 -$17.1 $304.2 132%
2010 217.6 2493 -31.7 2725 122
2011 2415 259.3 -17.8 254.7 105
2012 254.4 271.2 -16.8 237.9 94
2013 277.0 2825 -5.5 2324 84
2014 297.2 296.0 1.2 233.6 79
2015 315.9 305.0 10.8 244 4 77
2016 336.6 321.2 15.4 259.8 76
2017 357.2 338.2 19.0 278.8 77
2018 377.9 357.9 20.0 298.8 78
2019 397.9 379.7 18.2 317.0 79
Low-cost:
2009° 2254 2425 -17.1 304.2 132
2010 218.8 2431 -243 279.9 125
2011 2451 249.8 -4.7 275.1 112
2012 258.4 253.5 49 280.1 109
2013 281.9 258.3 23.7 303.7 108
2014 303.8 264.7 39.1 342.8 115
2015 323.8 266.5 57.4 400.2 129
2016 345.2 273.8 71.3 471.5 146
2017 366.3 281.4 85.0 556.5 168
2018 388.0 290.7 97.3 653.8 191
2019 409.2 301.3 108.0 761.7 217
High—-cost:
2009° 2254 2425 -17.1 304.2 132
2010 216.6 255.6 -39.0 265.2 119
2011 238.8 269.6 -30.9 2344 98
2012 252.9 293.0 -40.1 194.2 80
2013 276.1 313.6 -37.5 156.7 62
2014 297.6 337.3 -39.8 117.0 46
2015 316.7 357.1 -40.4 76.6 33
2016 336.8 385.8 -49.0 27.6 20
2017° 356.7 416.3 -59.6 -32.0 7
2018° 376.9 452.0 -75.0 -107.0 -7
2019° 395.3 4921 -96.8 -203.8 -22

"Ratio of assets in the fund at the beginning of the year to expenditures during the year.

2Figures for 2009 represent actual experience.

3Estimates for 2017 and later are hypothetical, since the HI trust fund would be exhausted in those
years.

Note: Totals do not necessarily equal the sums of rounded components.

The Board of Trustees has established an explicit test of short-range
financial adequacy. The requirements of this test are as follows: (i) if
the HI trust fund ratio is at least 100 percent at the beginning of the
projection period, then it must be projected to remain at or above
100 percent throughout the 10-year projection period;
(1) alternatively, if the fund ratio is initially less than 100 percent, it
must be projected to reach a level of at least 100 percent within
5 years (and the trust fund not be depleted at any time during this
period), and then remain at or above 100 percent throughout the rest
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of the 10-year period. This test is applied to trust fund projections
made under the intermediate assumptions.

Failure of the trust fund to meet this test is an indication that HI
solvency over the next 10 years is in question and that action is
needed to improve the short-range financial adequacy of the fund. As
can be seen from table III.B5, the HI trust fund does not meet this
short-range test. The trust fund ratio, which was above the
100-percent level at the beginning of 2010, is projected to decrease
through 2015, becoming less than 100 percent by the beginning of
2012. Accordingly, the financing for HI is not considered adequate in
the short-range projection period (2010-2019).

The ratios of assets in the HI trust fund at the beginning of a
calendar year to total expenditures during that year are shown in
table II1.B6 for selected historical years.

Table 11l.B6.—Ratio of Assets at the Beginning of the Year to Expenditures
during the Year for the HI Trust Fund

Calendar year Ratio
1967 28%
1970 47
1975 79
1980 52
1985 32
1990 128
1995 113
2000 108
2001 124
2002 137
2003 152
2004 150
2005 147
2006 149
2007 150
2008 138
2009 132

Figure II1.B2 shows the historical trust fund ratios and the projected
ratios under the three sets of assumptions. The labels “I,” “II,” and
“III” indicate projections under the low-cost, intermediate, and
high-cost alternatives, respectively. Figure II1.B2 shows the declining
level of assets (as a percentage of expenditures) in the immediate
future under all three sets of assumptions, reflecting the current
economic recession. The fund ratio is projected to continue declining
under the intermediate alternative for a few more years before
leveling off. Under the high-cost alternative, the fund ratio is
projected to continue declining until the fund is exhausted in 2017.
Only under conditions of robust economic growth and extremely low
health care cost increases (2.2 percent per year), as assumed in the
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low-cost alternative, would HI assets grow significantly relative to
expenditures, absent legislative changes.

Figure 111.B2.—HI Trust Fund Balance at the Beginning of the Year as a Percentage
of Annual Expenditures
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The Trustees have recommended that HI trust fund assets be
maintained at a level of at least 100 percent of annual expenditures.
Such a level is estimated to provide a cushion of roughly 5 years or
more in the event that income falls short of expenditures, thereby
allowing time for policy makers to devise and implement legislative
corrections. While the short-range test is stringent, it is intended to
ensure that health care benefits continue to be available without
interruption to the millions of aged and disabled Americans who rely
on such coverage.

3. Long-Range Estimates

Section ITI.B2 presented expected HI trust fund operations over the
next 10 years. In this section, the long-range actuarial status of the
trust fund is examined under the three alternative sets of
assumptions. The assumptions used in preparing projections are
summarized in section IV.A of this report. Since the vast majority of
total HI costs are related to insured beneficiaries, and since general
revenue appropriations and premium payments are expected to
support the uninsured segments (those paying the HI premium and
those receiving HI coverage through special statutes requiring
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general revenue transfers to cover their costs), the remainder of this
section will focus on the financing for insured beneficiaries only.

The long-range actuarial status of the HI trust fund is measured by
comparing, on a year-by-year basis, the income (from payroll taxes
and from taxation of OASDI benefits) with the corresponding
incurred costs, expressed as percentages of taxable payroll.30 These
percentages are referred to as “income rates” and “cost rates,”
respectively. Incurred amounts include the costs for the misallocated
hospice benefit payments (described earlier in this report) in the
years in which they should have been paid from the HI trust fund
rather than the year in which the SMI fund was reimbursed.

The historical and projected HI costs under the intermediate
assumptions, expressed as percentages of taxable payroll, and the
income rates under current law for selected years over the 75-year
period, are shown in table III.B7. The ratio of expenditures to taxable
payroll has generally increased over time, rising from 0.94 percent in
1967 to 3.39 percent in 1996, reflecting both the higher rate of
increase in medical care costs than in average earnings subject to HI
taxes, and the more rapid increase in the number of HI beneficiaries
than in the number of covered workers. Cost rates declined
significantly between 1996 and 2000 to 2.60 percent due to favorable
economic performance, the impact of the Balanced Budget Act of
1997, and efforts to curb fraud and abuse in the Medicare program.
The cost rate increased to 2.78 percent in 2001, 2.93 percent in 2002,
and 2.97 percent in 2003 as a result of the Benefits Improvement and
Protection Act of 2000 and the 2001 economic recession. In 2004 and
2005, the cost rate increased to 3.02 percent and 3.11 percent,
respectively, in part as a result of the Medicare Modernization Act of
2003. In 2006 and 2007, the cost rate decreased very slightly to
3.10 percent and 3.09 percent due to slower inpatient hospital
growth. In 2008 and 2009, reflecting the impact of the recession, it
increased to 3.27 percent and 3.69 percent due to the lower amount of
taxable payroll, which was not offset by lower spending. The resulting
deficit in 2009 as a percentage of taxable payroll was the largest since
the program began.

30Taxable payroll is the total amount of wages, salaries, tips, self-employment income,
and other earnings subject to the HI payroll tax.
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Table 11.B7.—HI Cost and Income Rates’

Calendar year Cost rates Income rates Difference’
Historical data:
1967 0.94% 1.00% +0.06%
1970 1.20 1.20 0.00
1975 1.69 1.80 +0.11
1980 2.19 2.10 -0.09
1985 2.62 2.70 +0.08
1990 2.70 2.90 +0.20
1995 3.30 3.01 -0.29
2000 2.60 3.07 +0.47
2001 2.78 3.07 +0.29
2002 2.93 3.06 +0.13
2003 2.97 3.07 +0.10
2004 3.02 3.08 +0.06
2005 3.1 3.07 -0.04
2006 3.10 3.07 -0.03
2007 3.09 3.09 0.00
2008 3.27 3.08 -0.19
2009 3.69 3.13 -0.56
Intermediate estimates:
2010 3.66 3.17 -0.49
2011 3.63 3.18 -0.46
2012 3.55 3.19 -0.36
2013 3.47 3.31 -0.16
2014 3.41 3.33 -0.09
2015 3.33 3.35 +0.02
2016 3.31 3.37 +0.06
2017 3.31 3.39 +0.07
2018 3.35 3.40 +0.06
2019 3.39 3.42 +0.03
2020 3.46 3.44 -0.02
2025 3.87 3.53 -0.34
2030 4.31 3.62 -0.69
2035 4.68 3.69 -0.99
2040 4.89 3.75 -1.14
2045 4.99 3.81 -1.18
2050 5.00 3.88 -1.13
2055 4.99 3.95 -1.04
2060 4.99 4.02 -0.98
2065 5.00 4.08 -0.92
2070 5.01 4.15 -0.86
2075 4.99 4.21 -0.78
2080 4.92 4.26 -0.66

TUnder the intermediate assumptions.

’Estimated costs attributable to insured beneficiaries only, on an incurred basis. Benefits and
administrative costs for noninsured persons are expected to be financed through general revenue
transfers and premium payments, rather than through payroll taxes. Statutory wage credits for military
service for 1957-2001 are included in taxable payroll.

®Difference between the income rates and cost rates. Negative values represent deficits.

Another large HI deficit is estimated for 2010 as a result of the
recession’s impact on payroll tax revenues. After 2010, however, the
recovery from the recession and the provisions of the Affordable Care
Act are expected to reduce the deficit substantially for a number of
years. Beginning in 2015 the income rates under current law are
projected to be less than the cost rates through 2019. At that point,
the impact of demographic shifts causes the annual deficits to recur
and to increase through about 2045. After 2045, the income rates are
still insufficient but at decreasing rates over time. HI expenditures
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are projected to be 5.00 and 4.92 percent of taxable payroll in 2050
and 2080, respectively—far lower than prior to the Affordable Care
Act. As noted previously, however, the improvement is directly
dependent on the long-run feasibility of the reductions in HI price
updates. If health care productivity, delivery systems, and payment
methods cannot be improved sufficiently to match the mandated price
update reductions (1.1 percent per year), then the corresponding HI
cost rates would be roughly 6.49 and 8.88 percent, respectively. Until
such further reforms can be designed, tested, proven effective, and
implemented nationally, the higher costs under the illustrative
alternative projection must be considered the more likely outcome.

Figure II1.B3 shows the year-by-year costs as a percentage of taxable
payroll for each of the three sets of assumptions. The labels “I,” “IL,”
and “III” indicate projections under the low-cost, intermediate, and
high-cost alternatives, respectively. The income rates are also shown,
but only for the intermediate assumptions, in order to simplify the
graphical presentation—and because the variation in the income
rates by alternative is very small (by 2084, the annual income rates
under the low-cost and high-cost alternatives differ by less than
0.6 percent of taxable payroll).

Figure 111.B3.—Estimated HI Cost and Income Rates as a Percentage
of Taxable Payroll
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Figure II1.B3 indicates the remaining financial imbalance projected
under current law, based on the intermediate assumptions. Cost rates
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are projected to continue to exceed income rates by a decreasing
margin through 2014. For a few years after 2014 income exceeds
expenditures, but this situation quickly reverses and cost rates once
again exceed income rates for the remainder of the projection period.
This deficit reaches a peak of about 1.2 percent of taxable payroll in
2045 and then starts to decrease for the rest of the projection period
as the productivity reductions to HI price updates continue to
compound. By the end of the 75-year period, this differential would be
only about 0.5 percent of taxable payroll and would continue to
decline thereafter under current law.

Under the more favorable economic and demographic conditions
assumed in the low-cost assumptions, HI costs would continue to
exceed scheduled income through 2012. After that, steadily growing
surpluses are projected for the remainder of the projection period.
This very favorable result is due in large part to HI expenditure
growth rates that would average only about 4 percent per year,
reflecting the combined effects of slower growth in utilization and
intensity of services, the price reductions from the Affordable Care
Act, and slower improvement in beneficiary life expectancies.

The high-cost projections illustrate the large financial imbalance that
could occur, even under the Affordable Care Act, if future economic
conditions resemble those of the 1973-95 period, if HI expenditure
growth accelerates toward pre-1997 levels, and if fertility rates
decline to the levels currently experienced in key European countries
such as the United Kingdom.3!

Costs beyond the initial 25-year projection period for the intermediate
estimate are based upon the assumption that average HI
expenditures per beneficiary will increase at a rate determined by the
economic model described in sections II.C and IV.D, less the price
update adjustments based on economy-wide multifactor productivity
gains. This net rate is about 0.3 percent faster than the increase in
Gross Domestic Product (GDP) per capita in 2034 and declines to
about 0.8 percent slower than GDP by 2084. Accordingly, changes in
the next 75 years of the projection period reflect both the impact of
the changing demographic composition of the population and average
benefits that initially increase somewhat more rapidly than average
wages but more slowly after about 2052. As noted previously, there is
a very significant likelihood that the HI prices payable to providers
under current law will become inadequate to ensure beneficiary

31Actual experience during these periods was similar on average to the high-cost
economic and programmatic assumptions for the future.
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access to care. As a result, the long-range HI projections under
current law should be interpreted cautiously. Beyond the initial
25-year projection period, the low-cost and high-cost alternatives
assume that HI cost increases, relative to taxable payroll increases,
are initially 2 percentage points less rapid and 2 percentage points
more rapid, respectively, than the results under the intermediate
assumptions. The initial 2-percentage-point differentials are assumed
to decrease gradually until the year 2059, when HI cost increases
(relative to taxable payroll) are assumed to be the same as under the
intermediate assumptions.

The cost rates and income rates are shown over a 75-year valuation
period in order to present fully the future economic and demographic
developments that may reasonably be expected to occur, such as the
impact of the large shift in the demographic composition of the
population that will begin to take place next year. As figure II1.B3
indicates, HI expenditures, expressed as percentages of taxable
payroll, are projected to increase after 2017 under current law and
based on the intermediate assumptions until about 2050. Growth
occurs in part because the relatively large number of persons born
during the period between the end of World War II and the mid-1960s
(known as the baby boom generation) will reach eligibility age and
begin to receive benefits, while the relatively smaller number of
persons born during later years will constitute the labor force. During
the last 25 years of the projection period, the demographic impacts
moderate somewhat.32 HI expenditures, expressed as percentages of
taxable payroll, are projected to remain about level from 2050
through 2075 under current law and to decrease gradually at the end
of the projection period.

For the most part, current benefits are paid for by current workers.
Consequently, the baby boom generation will be financed by the
relatively small number of persons born after the baby boom.
Figure II1.B4 shows the projected ratio of workers per HI beneficiary
from 2009 to 2084.

32HT costs are projected to continue to increase due to demographic changes, reflecting
assumed further improvements in life expectancy and assumed birth rates that are at
roughly the same level as those experienced during the last 3 decades.
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Figure 11l.B4.—Workers per Hl Beneficiary
[Based on intermediate assumptions]
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As figure I11.B4 indicates, while every beneficiary in 2009 had about
3.5 workers to pay for his or her HI benefit, in 2030 there would be
only about 2.3 workers. This ratio would then continue to decline
until there are only 2.1 workers per beneficiary in 2080. This
reduction implies an increase in the HI cost rate of about 70 percent
in 2084, relative to its current level, solely due to demographic
factors.

While year-by-year comparisons of revenues and costs are necessary
to measure the adequacy of HI financing, the financial status of the
trust fund is often summarized, over a specific valuation period, by a
single measure known as the actuarial balance. The actuarial balance
of the HI trust fund is defined as the difference between the
summarized income rate for the valuation period and the
summarized cost rate for the same period.

The summarized income rates, cost rates, and actuarial balance are
based upon the present values of future income, costs, and taxable
payroll. The present values are calculated, as of the beginning of the
valuation period, by discounting the future annual amounts of income
and outgo at the assumed rates of interest credited to the HI trust
fund. The summarized income and cost rates over the projection
period are then obtained by dividing the present value of income and
cost, respectively, by the present value of taxable payroll. The
difference between the summarized income rate and cost rate over
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the long-range projection period, after an adjustment to take into
account the fund balance at the valuation date and a target trust
fund balance at the end of the valuation period, is the actuarial
balance.

In keeping with a decision by the Board of Trustees that it is
advisable to maintain a balance in the trust fund equal to a minimum
of 1 year’s expenditures, the target trust fund balance is equal to the
following year’s estimated costs at the end of the 75-year projection
period. It should be noted that while a zero or positive actuarial
balance implies that the end-of-period trust fund balance is at least
as large as the target trust fund balance, it has no such implication
for the trust fund balance at other times during the projection period.

The actuarial balances under all three alternative sets of
assumptions, for the next 25, 50, and 75 years, are shown in
table III.B8. The summarized income rate for the entire 75-year
period under the intermediate assumptions is 3.83 percent of taxable
payroll. The summarized HI cost rate under the intermediate
assumptions, for the entire 75-year period, is 4.49 percent. As a
result, the actuarial balance is —0.66 percent, and the HI trust fund
fails to meet the Trustees’ long-range test of close actuarial balance.
(Section V.F contains the definition of this test.) If the productivity
adjustments to HI provider price updates cannot be continued in the
long run, then the actuarial balance would be much lower, for
example —1.91 percent under the illustrative alternative projection.

The actuarial balance can be interpreted as the percentage that could
be added to the current-law income rates and/or subtracted from the
current-law cost rates immediately and throughout the entire
valuation period in order for the financing to support HI costs and
provide for the targeted trust fund balance at the end of the
projection period. The income rate increase according to this method
is 0.66 percent of taxable payroll. However, if no such changes were
made until 2029, when the trust fund would be exhausted under
current law, then the required increase would be 0.96 percent of
taxable payroll under the intermediate assumptions. If changes were
instead made year by year, as needed to balance each year’s costs and
tax revenues, the changes would be minor over the next 10 years and
then would grow rapidly to over 1 percent of taxable payroll in
25 years but eventually decrease about 35 years from now, reaching
just over 0.5 percent of taxable payroll by the end of the projection
period.
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Table 11.B8.—HI Actuarial Balances under Three Sets of Assumptions

Intermediate Alternative
assumptions Low-Cost High-Cost
Valuation periods:1
25 years, 2010-2034:
Summarized income rate 3.64% 3.60% 3.69%
Summarized cost rate 3.94 2.99 5.39
Actuarial balance -0.30 0.61 -1.70
50 years, 2010-2059:
Summarized income rate 3.72 3.64 3.83
Summarized cost rate 4.35 2.78 7.32
Actuarial balance -0.63 0.86 -3.49
75 years, 2010-2084:
Summarized income rate 3.83 3.72 3.97
Summarized cost rate 4.49 2.67 8.08
Actuarial balance -0.66 1.05 -4.11

"Income rates include beginning trust fund balances, and cost rates include the cost of attaining a trust
fund balance at the end of the period equal to 100 percent of the following year's estimated
expenditures.

Notes: Totals do not necessarily equal the sums of rounded components.

The divergence in outcomes among the three alternatives is reflected
both in the estimated operations of the trust fund on a cash basis (as
discussed in section ITI.B2) and in the 75-year summarized costs.
Under the low-cost alternative, the summarized cost rate for the
75-year valuation period is 2.67 percent of taxable payroll, and the
summarized income rate is 3.72 percent of taxable payroll, meaning
that HI income rates provided in current law would be adequate
under the highly favorable conditions assumed in the low-cost
alternative. Under the high-cost alternative, the summarized cost
rate for the 75-year projection period is 8.08 percent of taxable
payroll, which is about two times the summarized income rate of
3.97 percent of taxable payroll.

As suggested earlier, past experience has indicated that economic and
demographic conditions that are as financially adverse as those
assumed under the high-cost alternative can, in fact, occur. None of
the alternative economic and demographic sets of assumptions should
be viewed as unlikely or unrealistic. The wide range of results under
the three alternatives is indicative of the uncertainty of HI's future
cost and its sensitivity to future economic and demographic
conditions. Accordingly, it is important that an adequate balance be
maintained in the HI trust fund, as a reserve for contingencies, and
that financial imbalances be addressed promptly through corrective
legislation. Moreover, in view of the significant likelihood that the
reductions in Medicare provider payment updates will not be feasible
indefinitely, it will be important to monitor the adequacy of such
payments over time.
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Table III.B9 shows the long-range actuarial balance under the
intermediate projections with its component parts—the present
values of tax income, expenditures, and asset requirement of the HI
program over the next 75 years.

Table 111.B9.—Components of 75-Year HI Actuarial Balance
under Intermediate Assumptions (2010-2084)

Present value as of January 1, 2010 (in billions):

a. Payroll taX iNCOME .........ccuiiiiiieiie ettt $12,416
b. Taxation of benefits incom . 1,841
c. Fraud and abuse control rece 152
d. Total income (@ +b +C)..ccceenennnn . 14,408
e. Expenditures.........cccevviviniiiiiiiinens e 17,090
f. Expenditures minus inCOME (€ = d).....cccuueriiiiiiiieiiiee it 2,683
g. Trust fund assets at start of period.............cceveiiiiiiiiic e 304
h. Open-group unfunded obligation (f = @) ......cccoeeriiiiiiie e 2,378
i. Ending target trust fUNd” ............co.ooviomreeeeeeeeeee e 154
j- Present value of actuarial balance (d =€ + g = i)..cccocveriieiniiniiie e -2,5633
K. Taxable PAYroll ..........coiiiiiiiiiiee i 384,271
Percent of taxable payroll:
Actuarial balance (j + K) ...cooiiiiiiiiiiiiiiii s -0.66%

"The calculation of the actuarial balance includes the cost of accumulating a target trust fund balance
equal to 100 percent of annual expenditures by the end of the period.

Note: Totals do not necessarily equal the sums of rounded components.

The present value of future expenditures less future tax income,
decreased by the amount of HI trust fund assets on hand at the
beginning of the projection, amounts to $2.4 trillion. This value is
referred to as the 75-year “unfunded obligation” for the HI trust fund
and is substantially lower than last year’s value of $13.4 trillion.
Normally, this measure increases significantly from one report to the
next, reflecting (i) the later valuation date, and (i1) the addition of a
large deficit year to the calculation. The large reduction shown in this
year’s report is primarily attributable to the provisions of the Patient
Protection and Affordable Care Act. In particular, the long-range
effect of the productivity adjustments to payment rate updates is very
pronounced, compounding to a reduction of about 36 percent in HI
provider prices in 2050, compared to prior-law levels, and 54 percent
in 2080. Slightly lower projected utilization of HI services and slightly
more favorable economic assumptions (after 2016) also contribute to
the improvement. The reasons for the change are discussed in more
detail later in this section.

The unfunded obligation (adjusted for the ending target trust fund)
can be expressed as a percentage of the present value of future
taxable payroll to calculate the traditional actuarial balance of the HI
program. Under the intermediate assumptions, the present value of
the actuarial deficit is $2.5 trillion. Dividing by the present value of
future taxable payroll (estimated to be $384 trillion) results in the
actuarial balance of —0.66 percent shown in table II1.B9. Based on the
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illustrative alternative projections, the HI unfunded obligation is
$7.0 trillion, and, as noted previously, the actuarial balance is
—1.91 percent of taxable payroll.

Figure II1.B5 shows the present values, as of January 1, 2010, of
cumulative HI taxes less expenditures (plus the 2010 trust fund)
through each of the next 75 years. These values are estimated under
current-law legislated expenditures and tax rates.

Figure 11.B5.—Present Value of Cumulative Hl Taxes Less Expenditures
through Year Shown, Evaluated under Current-Law Tax Rates
and Legislated Expenditures
[Present value as of January 1, 2010; in trillions]
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The cumulative annual balance of the trust fund is highest at the
beginning of 2010 with beginning trust fund assets of about
$0.3 trillion. The cumulative present value trends steadily downward
over the projection period (except for 2016-2020 when the impact of
the ACA is most noticeable) due to the anticipated shortfall of tax
revenues, relative to expenditures, in most years from 2010 and later.
The trust fund is projected to become exhausted in 2029, at which
time cumulative expenditures would have exceeded cumulative tax
revenues by enough to equal the initial fund assets accumulated with
interest. The continuing downward slope in the line thereafter
further illustrates the unsustainable difference between the HI
expenditures promised under current law and the financing currently
scheduled to support these expenditures. As noted previously, over
the full 75-year period, the fund has a projected present value
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unfunded obligation of $2.4 trillion. This unfunded obligation
indicates that if $2.4 trillion were added to the trust fund at the
beginning of 2010, the program could meet the projected cost of
current-law expenditures over the next 75 years. More realistically,
additional annual revenues and/or reductions in expenditures, with a
present value totaling $2.4 trillion, would be required to reach
financial balance.

The estimated unfunded obligation of $2.4 trillion and the closely
associated present value of the actuarial deficit ($2.5 trillion) are
useful indicators of the sizable responsibility facing the American
public. In other words, increases in revenues and/or reductions in
benefit expenditures—equivalent to a lump-sum amount today of
about $2.5 trillion—would be required to bring the HI trust fund into
long-range financial balance. At the same time, long-range measures
expressed in dollar amounts, even when expressed as present values,
can be difficult to interpret. For this reason, the Board of Trustees
has customarily emphasized relative measures such as the income
rate and cost rate comparisons shown earlier in this section and
comparisons to the present value of future taxable payroll or GDP as
shown in the following two tables.

Consistent with the practice of previous reports, this report focuses
on the 75-year period from 2010 to 2084 for the evaluation of the
long-run financial status of the HI program. The estimates are for the
“open-group” population—all persons who will participate during the
period as either taxpayers or beneficiaries, or both—and consist of
payments from, and on behalf of, employees now in the workforce, as
well as those who will enter the workforce over the next 75 years.
Table III.B10 shows that the present value of open-group unfunded
obligations for the program over that period is $2.4 trillion, which is
equivalent to 0.6 percent of taxable payroll or 0.3 percent of GDP.
Some experts, however, have expressed concern that overemphasis on
summary measures (such as the actuarial balance and open-group
unfunded obligations) can obscure the underlying year-by-year
patterns of the long-range financial deficits. If legislative solutions
were designed only to eliminate the overall actuarial deficit, without
consideration of such year-by-year patterns, then under some
scenarios a substantial financial imbalance could still remain at the
end of the period, and the long-range sustainability of the program
could still be in doubt.

Reflecting these same concerns, the Medicare Trustees Report has
traditionally focused on the projected year-by-year pattern of HI
income versus expenditures and placed less emphasis on summary
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measures. As noted previously in this section, the scheduled tax
revenues for HI represent about 89 percent of projected expenditures
at the end of the 75-year projection period, and the projected financial
imbalance improves at the end of this period.

Concern has also been expressed that limiting the projections to
75 years understates the magnitude of the long-range unfunded
obligations for HI because summary measures reflect the full amount
of taxes paid by the next two or three generations of workers, but not
the full amount of their benefits. One approach to addressing the
limitations of 75-year summary measures is to extend the projection
horizon indefinitely, so that the projected large deficits after the first
75 years are reflected in the overall results.?3 Such extended
projections can also help indicate whether the HI financial imbalance
would be improving or continuing to worsen beyond the normal
75-year period. If the slower HI price updates under the ACA can be
continued indefinitely—an unlikely possibility, as noted—then the HI
financial imbalance would actually improve beyond the 75-year
period. Table III.B10 presents estimates of HI unfunded obligations
that extend to the infinite horizon. The extension assumes that the
current-law HI program and the demographic and economic trends
used for the 75-year projection continue indefinitely except that
average HI expenditures per beneficiary will increase at the same
rate as GDP per capita less the productivity adjustments beginning in
2085. Extending the calculations beyond 2084 subtracts $2.9 trillion
in unfunded obligations from the amount estimated through 2084.
Over the infinite horizon, the HI program is thus projected to have a
surplus of $0.6 trillion. This amount represents 0.1 percent of the
present value of future HI taxable payroll over the infinite horizon, or
less than 0.05 percent of GDP. (The corresponding values based on
the illustrative alternative projection are an unfunded obligation of
$22.5 trillion, or 3.7 percent of taxable payroll and 1.6 percent of
GDP.)

33The calculation of present values, in effect, applies successively less weight to future
amounts over time, through the process of interest discounting. For example, the
weights associated with the 25th, 75th, and 200th years of the projection would be
about 28 percent, 2 percent, and 0.0015 percent, respectively, of the weight for the first
year. In this way, a finite summary measure can be calculated for an infinite projection
period.
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Table 111.B10.—Unfunded HI Obligations from Program Inception
through the Infinite Horizon
[Present values as of January 1, 2010; dollar amounts in trillions]
As a percentage of:
Present  Hl taxable

value payroll GDP
Unfunded obligations through the infinite horizon' -$0.6 -0.1% -0.0%
Unfunded obligations from program inception through 2084’ 2.4 0.6 0.3

"Present value of future expenditures less income, reduced by the amount of trust fund assets at the
beginning of the period.

Notes: 1. The present values of future HI taxable payroll for 2010-2084 and for 2010 through the
infinite horizon are $384.3 trillion and $609.8 trillion, respectively.

2. The present values of GDP for 2010-2084 and for 2010 through the infinite horizon are
$843.3 trillion and $1,404.4 trillion, respectively. (These present values differ slightly from the
corresponding amounts shown in the OASDI Trustees Report due to the use of Hl-specific
interest discount factors.)

3. Totals do not necessarily equal the sums of rounded components.

The projected HI unfunded obligation over the infinite horizon can be
separated into the portions associated with current participants
versus future participants. The first line of table II[.B11 shows the
present value of future expenditures less future taxes for all current
participants, including both beneficiaries and covered workers.
Subtracting the current value of the HI trust fund (the accumulated
value of past HI taxes less outlays) results in a “closed group”
unfunded obligation of $6.9 trillion. The projected difference between
taxes and expenditures for future participants is a surplus of
$7.5 trillion.

The year-by-year HI deficits described previously in this section have
shown that HI taxes will not be adequate to finance the program on a
“pay-as-you-go” basis (whereby payroll taxes from today’s workers are
used to provide benefits to today’s beneficiaries).3* The unfunded
obligations shown in table III.B11 for current participants further
indicate that their HI taxes are not adequate to cover their own
future costs when they become eligible for HI benefits—and that this
situation has also occurred for workers in the past. For future
workers under current law, however, the compounding effects of the
lower HI price updates would, if they can continue to be applied
indefinitely, lower costs to the point that scheduled HI taxes would be
more than sufficient. In practice, the projected aggregate HI deficits
could be addressed by raising additional revenue or reducing benefits
(or some combination of these actions). The impact of such changes on
the unfunded obligation amounts for current versus future
participants would depend on the specific policies selected.

34As noted previously, small amounts of income are also received in the form of income
taxes on OASDI benefits, interest, and general revenue reimbursements for certain
uninsured beneficiaries.
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Table 1l.B11.—Unfunded HI Obligations for Current and Future Program Participants
through the Infinite Horizon
[Present values as of January 1, 2010; dollar amounts in trillions]
As a percentage of:
Present HI taxable
value payroll GDP

Future expenditures less income for current participants.............................. $7.2 1.2% 0.5%
Less current trust fund

(income minus expenditures to date for past and current participants)..... 0.3 0.0 0.0
Equals unfunded obligations for past and current participants1 .................... 6.9 1.1 0.5
Plus expenditures less income for future participants for the infinite horizon -7.5 -1.2 -0.5
Equals unfunded obligations for all participants for the infinite future ........... -0.6 -0.1 -0.0

This concept is also referred to as the closed-group unfunded obligation.

Notes: 1. The estimated present value of future HI taxable payroll for 2010 through the infinite horizon
is $609.8 trillion.
2. The estimated present value of GDP for 2010 through the infinite horizon is $1,404.4 trillion.
See note 2 in table I11.B10.
3. Totals do not necessarily equal the sums of rounded components.

The remainder of this section describes the changes in long-range HI
actuarial projections made since the prior year’s annual report to
Congress was released. Figure II1.B6 compares the year-by-year HI
cost and income rates for the current annual report with the
corresponding projections from the 2009 report.

Figure 111.B6.—Comparison of Hl Cost and Income Rate Projections:
Current versus Prior Year’s Reports
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As figure II1.B6 indicates, the intermediate HI cost rate projections in
this year’s report are far lower than those in the 2009 report for most
of the projection period. In addition, the projected income rates are
significantly higher.
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The cost differentials described above reflect projected long-range
rates of increase in HI costs that are lower than those from last year’s
report due to the impact of the ACA. For both reports, the long-range
growth rates are drawn from a simplified economic model that
produces a smoother transition from the current faster rates of
growth to the ultimate assumption for the infinite horizon based on
the GDP increase plus zero percent. However, in this year’s report the
growth assumptions also reflect the reductions from the productivity
adjustments, which lower the HI provider price updates by about
1.1 percent per year. Other ACA changes also reduce the level of HI
expenditures during 2011-2019, and this difference carries through to
the rest of the projection period.

In addition, the income rates include the impact of the higher tax rate
required of high-income workers by the ACA, together with the
growing proportion of workers who will be required to pay the higher
tax over time, since the income thresholds are not indexed. In 2013,
for example, about 3 percent of all workers are estimated to be
affected by the higher tax rate; by 2080, this percentage increases to
an estimated 79 percent. The detailed reasons for the change in the
actuarial deficit are described below.

As mentioned earlier, the 75-year HI actuarial balance, under the
intermediate assumptions, is estimated to be —0.66 percent of taxable
payroll. The actuarial balance under the intermediate assumptions as
shown in the 2009 annual report was —3.88 percent. The major
reasons for the change in the 75-year actuarial balance are
summarized in table II1.B12. In more detail, these changes consist of
the following:

(1) Change in valuation period: Changing the valuation period
from 2009-2083 to 2010-2084 adds a large deficit year to
the calculation of the actuarial balance. (This step 1is
performed before consideration of the ACA impacts.) The
effect on the actuarial balance is —0.11 percent of taxable
payroll.

(2) Updating the projection base: The actual cost as a
percentage of payroll for 2009 was higher than estimated in
last year’s report. This change was caused by costs being
slightly less than previously estimated and taxable payroll
being lower to a greater degree than previously estimated.
The total impact of the actual base-year data is a change of
—0.14 percent of taxable payroll in the actuarial balance.

(3) Private health plan assumptions: Projected HI
expenditures for private health plans are lower in the 2010
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(4)

®)

(6)

report than in last year’s report for three primary reasons
(again, prior to consideration of the ACA reductions in
Medicare Advantage payment “benchmarks”). First, the
projected capitation “benchmarks” wused to establish
payments to plans are somewhat lower, reflecting slightly
slower growth rates in HI costs per beneficiary overall
during 2009-2012. Second, in setting risk factors for plan
bids for 2010, an adjustment was made to offset past
increases in average plan risk scores in excess of those for
the fee-for-service beneficiary population. This adjustment,
which had not been assumed in preparing the 2009
Trustees Report projections, has been incorporated into the
new projections for this report and results in lower rebate
payments to plans. Further, such adjustments are now
assumed to occur from time to time in the future. Finally,
the Part A portion of actual plan bids for 2010 increased by
only 0.06 percent compared to the average level for 2009,
which was significantly lower than assumed in the 2009
report. The overall effect of these changes is a
+0.14-percent change in the actuarial balance.

Hospital assumptions: Changes in the hospital assumptions
are described in section IV.A. Lower levels of spending for
the new prospective payment hospital categories in recent
years has caused both a lower base and lower trend factors
for those types of hospitals. Offsetting this factor, a change
was made to use average hourly compensation instead of
average hourly earnings in the calculation of the projected
hospital market basket, which resulted in slightly higher
projected market baskets. These factors, along with other
minor changes, result in a +0.02-percent change in the
actuarial balance.

Other provider assumptions: Skilled nursing facility
payment rates were lowered by about 3.3 percent in 2010 to
better reflect budget neutrality compared to the old
payment system. In addition, home health agency outlier
payments in 2010 were capped at 10 percent of total
payments for each agency. The effect of these changes,
along with other minor factors, is a +0.04-percent difference
in the actuarial balance.

Legislative changes: Changes made to Medicare Part A
payments by the Affordable Care Act caused substantially
lower projected payments to be made to fee-for-service
providers and significantly lower payments to be made to
private health plans. In addition, high-income workers are
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required to pay additional HI payroll taxes beginning in
2013. An excise tax on employer provided health plans is
assumed to cause an increase 1in the portion of
compensation that will be subject to the HI payroll tax. All
of these changes are described in more detail in section V.A
of this report. The effect of these changes is a +3.16-percent
difference in the actuarial balance.

(7) Economic and demographic assumptions: Adjustments to
the economic and demographic assumptions result in a net
change of +0.11 percent in the actuarial balance. Several
factors contribute to this change. The lower wage and price
increases caused by the current economic recession
contribute to lower HI costs in the next few years from
what was projected last year. After that, costs increase at
about the same rate as last year’s projections, but the level
is lower. The impact of the recession results in lower HI
payroll taxes than what was projected for the next several
years. Subsequently, however, the pre-ACA projections
include slightly higher tax income for most of the projection
period.

Table lll.B12.—Change in the 75-Year Actuarial Balance since the 2009 Report

1. Actuarial balance, intermediate assumptions, 2009 report -3.88%

2. Changes:
a. Valuation period -0.11
b. Base estimate -0.14
c. Private health plan assumptions 0.14
d. Hospital assumptions 0.02
e. Other provider assumptions 0.04
f. Legislation 3.16
g. Economic and demographic assumptions 0.1
Net effect, above changes 3.22

3. Actuarial balance, intermediate assumptions, 2010 report -0.66

4. Long-Range Sensitivity Analysis

This section presents estimates that illustrate the sensitivity of the
long-range cost rate and actuarial balance of HI to changes in
selected individual assumptions. The estimates based on the three
alternative sets of assumptions (that is, intermediate, low-cost, and
high-cost) demonstrate the effects of varying all of the principal
assumptions simultaneously in order to portray a generally more
optimistic or pessimistic future, in terms of the projected financial
status of the HI trust fund. In the sensitivity analysis presented in
this section, the intermediate set of assumptions is used as the
reference point, and one assumption at a time is varied within that
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alternative. In each case, the provisions of current law are assumed
to remain unchanged throughout the 75-year projection period.

Each table that follows shows the effects of changing a particular
assumption on the HI summarized income rates, summarized cost
rates, and actuarial balances (as defined earlier in this report) for
25-year, 50-year, and 75-year valuation periods. Since the income
rate varies only slightly with changes in assumptions, it is not
considered in the discussion of the tables. The change in each of the
actuarial balances is approximately equal to the change in the
corresponding cost rate, but in the opposite direction. For example, a
lower projected cost rate would result in an improvement or increase
in the corresponding projected actuarial balance.

a. Real-Wage Differential

Table III.B13 shows the estimated HI income rates, cost rates, and
actuarial balances on the basis of the intermediate assumptions, with
various assumptions about the real-wage differential. These
assumptions are that the ultimate real-wage differential will be
0.6 percentage point (as assumed for the high-cost alternative),
1.2 percentage points (as assumed for the intermediate assumptions),
and 1.8 percentage points (as assumed for the low-cost alternative).
In each case, the ultimate annual increase in the Consumer Price
Index (CPI) is assumed to be 2.8 percent (as assumed for the
intermediate assumptions), yielding ultimate percentage increases in
average annual wages in covered employment of 3.4, 4.0, and
4.6 percent under the three illustrations, respectively.

Past increases in real earnings have exhibited substantial variation.
During 1951-1970, real earnings grew by an average of 2.2 percent
per year. During 1972-1996, however, the average annual increase in
real earnings amounted to only 0.53 percent.35 Poor performance in
real-wage growth would be a matter of some concern; as shown in
table III.B13, projected HI cost rates are fairly sensitive to the
assumed growth rates in real wages. For the 75-year period
2010-2084, the summarized cost rate decreases from 4.73 percent (for
a real-wage differential of 0.6 percentage point) to 4.15 percent (for a
differential of 1.8 percentage points). The HI actuarial balance over
this period shows a corresponding improvement for faster rates of
growth in real wages.

35This period was chosen because it begins and ends with years in which the economy
reached full employment. The period thus allows measurement of trend growth over
complete economic cycles.
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Table 1l.B13—Estimated HI Income Rates, Cost Rates, and Actuarial Balances,
Based on Intermediate Estimates with Various Real-Wage Assumptions
[As a percentage of taxable payroll]
Ultimate percentage increase in wages-CPI’

Valuation period 3.4-2.8 4.0-2.8 4.6-2.8
Summarized income rate:
25-year: 2010-2034 3.65% 3.64% 3.63%
50-year: 2010-2059 3.71 3.72 3.73
75-year: 2010-2084 3.79 3.83 3.85
Summarized cost rate:
25-year: 2010-2034 4.03 3.94 3.85
50-year: 2010-2059 4.52 4.35 414
75-year: 2010-2084 4.73 4.49 4.15
Actuarial balance:
25-year: 2010-2034 -0.38 -0.30 -0.22
50-year: 2010-2059 -0.81 -0.63 -0.41
75-year: 2010-2084 -0.94 -0.66 -0.30

TThe first value in each pair is the assumed ultimate annual percentage increase in average wages in
covered employment. The second value is the assumed ultimate annual percentage increase in the CPI.
The difference between the two values is the real-wage differential.

The sensitivity of the HI actuarial balance to different real-wage
assumptions is significant, but not as substantial as one might
intuitively expect. Higher real-wage differentials immediately
increase both HI expenditures for health care and wages for all
workers. Though there is a full effect on wages and payroll taxes, the
effect on benefits is only partial, since not all health care costs are
wage-related. The HI cost rate decreases with increasing real-wage
differentials because the higher real-wage levels increase the taxable
payroll to a greater extent than they increase HI benefits. In
particular, each 0.5-percentage-point increase in the assumed
real-wage differential increases the long-range HI actuarial balance,
on average, by about 0.27 percent of taxable payroll.
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b. Consumer Price Index

Table II1.B14 shows the estimated HI income rates, cost rates, and
actuarial balances on the basis of the intermediate alternative, with
various assumptions about the rate of increase for the CPI. These
assumptions are that the ultimate annual increase in the CPI will be
1.8 percent (as assumed for the low-cost alternative), 2.8 percent (as
assumed for the intermediate assumptions), and 3.8 percent (as
assumed for the high-cost alternative). In each case, the ultimate
real-wage differential is assumed to be 1.2 percent (as assumed for
the intermediate assumptions), yielding ultimate percentage
increases in average annual wages in covered employment of 3.0, 4.0,
and 5.0 percent under the three illustrations.

Table lll.B14.—Estimated Hl Income Rates, Cost Rates, and Actuarial Balances,
Based on Intermediate Estimates with Various CPl-Increase Assumptions
[As a percentage of taxable payroll]

Ultimate percentage increase in wages-CPI’

Valuation period 3.0-1.8 4.0-2.8 5.0-3.8
Summarized income rate:
25-year: 2010-2034 3.63% 3.64% 3.65%
50-year: 2010-2059 3.68 3.72 3.76
75-year: 2010-2084 3.77 3.83 3.88
Summarized cost rate:
25-year: 2010-2034 3.95 3.94 3.94
50-year: 2010-2059 4.36 4.35 4.34
75-year: 2010-2084 4.49 4.49 4.48
Actuarial balance:
25-year: 2010-2034 -0.32 -0.30 -0.28
50-year: 2010-2059 -0.68 -0.63 -0.58
75-year: 2010-2084 -0.72 -0.66 -0.60

"The first value in each pair is the assumed ultimate annual percentage increase in average wages in
covered employment. The second value is the assumed ultimate annual percentage increase in the CPI.

The cost rate remains about the same with greater assumed rates of
increase in the CPI. Over the 75-year projection period, for example,
the cost rate decreases from 4.49 percent (for CPI increases of
1.8 percent) to 4.48 percent (for CPI increases of 3.8 percent). The
relative insensitivity of projected HI cost rates to different levels of
general inflation occurs because inflation is assumed to affect both
the taxable payroll of workers and medical care costs about equally.36
In practice, differing rates of inflation could occur between the
economy in general and the medical-care sector. The effect of such a
difference can be judged from the sensitivity analysis shown in the
subsequent section on miscellaneous health care cost factors.
Variation in the rate of change assumed for the CPI has only a
negligible effect on the long-range actuarial balance.

36The slight sensitivity shown in the table results primarily from the fact that the fiscal
year 2010 payment rates for all providers have already been set before the actual CPI
is known.
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c. Real-Interest Rate

Table III.B15 shows the estimated HI income rates, cost rates, and
actuarial balances under the intermediate alternative, with various
assumptions about the annual real-interest rate for special
public-debt obligations issuable to the trust fund. These assumptions
are that the ultimate annual real-interest rate will be 2.1 percent (as
assumed for the high-cost alternative), 2.9 percent (as assumed for
the intermediate assumptions), and 3.6 percent (as assumed for the
low-cost alternative). In each case, the ultimate annual increase in
the CPI is assumed to be 2.8 percent (as assumed for the
intermediate assumptions), resulting in ultimate annual yields of 4.9,
5.7, and 6.4 percent under the three illustrations.

Table lll.B15.—Estimated Hl Income Rates, Cost Rates, and Actuarial Balances,
Based on Intermediate Estimates with Various Real-Interest Assumptions
[As a percentage of taxable payroll]

Ultimate annual real-interest rate

Valuation period 2.1 percent 2.9 percent 3.6 percent
Summarized income rate:
25-year: 2010-2034 3.63% 3.64% 3.65%
50-year: 2010-2059 3.73 3.72 3.72
75-year: 2010-2085 3.86 3.83 3.80
Summarized cost rate:
25-year: 2010-2034 3.98 3.94 3.91
50-year: 2010-2059 4.43 4.35 4.29
75-year: 2010-2084 4.59 4.49 4.40
Actuarial balance:
25-year: 2010-2034 -0.35 -0.30 -0.27
50-year: 2010-2059 -0.70 -0.63 -0.57
75-year: 2010-2084 -0.73 -0.66 -0.60

For all periods, the cost rate decreases slightly with increasing real-
interest rates. Over 2010-2084, for example, the summarized HI cost
rate would decline from 4.59 percent (for an ultimate real-interest
rate of 2.1 percent) to 4.40 percent (for an ultimate real-interest rate
of 3.6 percent). Accordingly, each 1.0-percentage-point increase in the
assumed real-interest rate increases the long-range actuarial balance,
on average, by about 0.09 percent of taxable payroll. Compared to
past annual reports, the current sensitivity of the HI cost rate and
actuarial balance to different real-interest rate assumptions is
substantially reduced. Under the Affordable Care Act, future cost
rates would be fairly level after 2045, and the annual deficits would
decrease, due to the compounding effects of the slower price updates
for HI providers. Discounting a relatively level series by high or low
interest factors has much less effect than when the series is
increasing rapidly, as with the pre-ACA projections.
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d. Health Care Cost Factors

Table II1.B16 shows the estimated HI income rates, cost rates, and
actuarial balances on the basis of the intermediate set of
assumptions, with two variations on the relative annual growth rate
in the aggregate cost of providing covered health care services to HI
beneficiaries. These alternative assumptions are that the growth rate
in such costs (relative to the growth in taxable payroll) will be
1 percentage point slower than the intermediate assumption in 2010
and each later year, the same as the intermediate assumption, and
1 percentage point faster than the intermediate assumption. In each
case, the taxable payroll will be the same as assumed for the
intermediate assumptions.

As noted previously, factors such as wage and price increases may
simultaneously affect HI tax income and the costs incurred by
hospitals and other providers of medical care to HI beneficiaries. (The
sensitivity of the trust fund’s financial status to these factors is
evaluated in sections II1.B4a and II1.B4b.) Other factors, such as the
utilization of services by beneficiaries or the relative complexity of the
services provided, can affect provider costs without affecting HI tax
income. The sensitivity analysis shown in table II1.B16 illustrates the
financial effect of any combination of these factors that results in
aggregate provider costs increasing by 1 percentage point faster or
slower than the intermediate assumptions, relative to growth in
taxable payroll under the intermediate assumptions.

Table 1ll.B16.—Estimated HI Income Rates, Cost Rates, and Actuarial Balances,
Based on Intermediate Estimates
with Various Health Care Cost Growth Rate Assumptions
[As a percentage of taxable payroll]
Annual cost/payroll relative growth rate

Valuation period —1 percentage point 0 percentage point +1 percentage point
Summarized income rate:
25-year: 2010-2034 3.64% 3.64% 3.64%
50-year: 2010-2059 3.72 3.72 3.72
75-year: 2010-2084 3.83 3.83 3.83
Summarized cost rate:
25-year: 2010-2034 3.44 3.94 4.54
50-year: 2010-2059 3.40 4.35 5.68
75-year: 2010-2084 3.21 4.49 6.53
Actuarial balance:
25-year: 2010-2034 0.20 -0.30 -0.90
50-year: 2010-2059 0.33 -0.63 -1.95
75-year: 2010-2084 0.62 -0.66 -2.70

As 1illustrated in table II1.B16, the financial status of the HI trust
fund is extremely sensitive to the relative growth rates for health
care service costs versus taxable payroll. For the 75-year period, the
cost rate increases from 3.21 percent (for an annual cost/payroll
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growth rate of 1 percentage point less than the intermediate
assumptions) to 6.53 percent (for an annual cost/payroll growth rate
of 1 percentage point more than the intermediate assumptions). Each
1.0-percentage-point increase in the assumed cost/payroll relative
growth rate decreases the long-range actuarial balance, on average,
by about 1.66 percent of taxable payroll.

C. SMI FINANCIAL STATUS
1. Total SMI

The Federal Supplementary Medical Insurance Trust Fund was
established on dJuly 30, 1965 as a separate account in the U.S.
Treasury. All the financial operations of SMI are handled through
this fund. Beginning in 2004, the trust fund consists of two separate
accounts—one for Part B and one for Part D. The purpose of the two
accounts is to ensure that funds from one part are not used to finance
the other.

In order to evaluate the financial status of the SMI trust fund, each
account needs to be assessed individually, since the financing rates
for each part are established separately, their program benefits are
quite different in nature, and there is no provision for transferring
assets. Sections III.C2 and III.C3 will discuss the financial status of
Parts B and D individually. The purpose of this section is to present
the expected operations of the SMI trust fund in total, combining both
Part B and Part D, and to discuss the implications of continuing SMI
cost growth.

It is important to note that projected SMI expenditures are
understated because future reductions in physician payment rates,
required under current law, are unrealistic and virtually certain to be
overridden by Congress.3” Also, as noted in the Introduction to this
report, the long-range viability of the slower increases in prices paid
by Medicare for most other forms of health services is questionable. If
Congress overrides these update adjustments to ensure access to care

3"The Medicare Part B expenditure projections shown in this report reflect the direct
impact of the substantial reductions in physician payment rates that would be required
under the current-law sustainable growth rate (SGR) provisions. Secondary SGR
impacts on Parts A, B, and D are not reflected but could include (i) substantially
reduced beneficiary access to physician services, (ii) a significant shift in enrollment to
Medicare Advantage plans, (iii) an increase in emergency room services, (iv) an
increase in mortality rates, and/or (v) an increase in hospital services. Such secondary
impacts are excluded because of their speculative nature and the minimal likelihood
that the physician payment reductions will occur in practice.
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for beneficiaries, then actual future Part B costs would be
substantially higher than shown by the current-law projections in
this report. The annual report to Congress on the financial status of
Medicare is necessarily based on current law, including the
substantial reduction in physician payments that would be required
and the permanently slower price updates for most other health
services, absent any legislative change. These limitations should be
considered in assessing the projected cost for the SMI trust fund and
the Part B account in particular. Part B projections under an
illustrative alternative to the current-law “sustainable growth rate”
payment mechanism and price update adjustments are shown in a
supplemental memorandum, prepared by the Office of the Actuary,
CMS, at the Board of Trustees’ request.38

The projected financial status for the Part B account reflects a very
unusual situation. Specifically, about three-quarters of enrollees are
not subject to Part B premium increases in 2010, and many will not
be subject to full premium increases for the next several years under
a “hold-harmless” provision of current law. The hold-harmless
provision prevents a beneficiary’s net Social Security benefit from
decreasing when the Part B premium increase would be larger than
his or her cash benefit increase.39

There was no increase in Social Security benefits for December 2009
as a result of significant decreases in the CPI during the last
5 months of 2008. Thus, the normal Part B premium increase for
2010 is greater than the cost-of-living adjustment for all beneficiaries,
and beneficiaries affected by the hold-harmless provision do not have
to pay the higher premium level.

Future increases in the CPI are uncertain, particularly in light of the
current economic situation. In a low inflation or deflationary period,
zero cost-of-living adjustments for Social Security benefits would also
occur in additional years. Under the Trustees’ economic assumptions,
the December benefit increases are projected to be 0 percent and
1.2 percent for 2010 and 2011, respectively. Without action to respond
to this situation, the loss of premium revenues, and the

38This memorandum 1is available on the CMS website at http://www.cms.gov/
ActuarialStudies/Downloads/2010TRAlternativeScenario.pdf. No endorsement of these
alternative payment mechanisms by the Board of Trustees, CMS, or the CMS Office of
the Actuary should be inferred.

39New enrollees during the year, enrollees who do not receive a Social Security benefit
check, and enrollees with high incomes who are subject to the income-related premium
adjustment, are not eligible for the hold-harmless provision. Also, State Medicaid
programs pay the full premium for dual Medicare-Medicaid beneficiaries. About one-
fourth of Part B enrollees are in these categories.
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correspondingly lower level of matching general revenue transfers,
could result in the depletion of Part B assets.

To prevent asset exhaustion and maintain an adequate contingency
reserve for the Part B trust fund account under such circumstances,
premiums would have to be raised substantially more than normal
under current law. The increases would be paid only by higher-
income Part B enrollees, new Part B enrollees, Part B enrollees who
are not Social Security enrollees, and the State Medicaid programs
(on behalf of Part B enrollees who are also Medicaid enrollees). The
monthly premium for 2010 is $110.50 and was set at a significantly
higher level than would have been required normally as a result of
this financing problem. Under the intermediate economic
assumptions, monthly premiums of $120.10 and $113.80 are
estimated for 2011 and 2012, respectively, compared to $96.40 in
2009. Such premium increases, paid by affected enrollees and
Medicaid and matched by general revenue transfers, would prevent a
decline in Part B assets and would maintain a contingency reserve at
the level necessary to accommodate normal financial variation plus
the elevated likelihood of the scheduled physician payment cuts being
avoided through legislation, which would raise Part B costs after
financing rates were established.

The variation in premium amounts for different categories of Part B
enrollees would be particularly large in 2011 if another zero COLA
occurs for December 2010 (as is currently expected). About 75 percent
of enrollees would continue to pay $96.40 per month, as they have
since 2009. Newly eligible enrollees with incomes between roughly
$15,000 and $85,000 per year would pay a monthly premium of
$120.10 under the intermediate assumptions, or 25 percent more
than otherwise-similar individuals who became eligible in 2009 or
earlier.40 State Medicaid programs would also pay $120.10 on behalf
of low-income enrollees who qualify for Medicaid assistance. Finally,
single enrollees with incomes above $85,000 (or married enrollees
filing jointly with incomes above $170,000) would pay premiums
ranging from $168.10 to $384.20 per month.

This approach to preventing exhaustion of the Part B trust fund
account is the only one available under current law. Given the
implications of this approach, however, and the serious equity issues

40Beneficiaries who became eligible in 2010 would continue to pay the full 2010
premium of $110.50.
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it raises, Congress may consider other means of ensuring an adequate
revenue supply for financing Part B.41

a. 10-Year Actuarial Estimates (2010-2019)

Future operations of the SMI trust fund are projected using the
Trustees’ economic and demographic assumptions, as detailed in the
OASDI Trustees Report, as well as other assumptions unique to SMI.
Section IV.B presents an explanation of the effects of the Trustees’
intermediate assumptions, and of the other assumptions unique to
SMI, on the estimates in this report. In addition, although Part B
financing rates have been set only through December 31, 2010, it is
assumed that financing for future periods will be determined
according to the statutory provisions described in section III.C2 for
Part B and section III.C3 for Part D. For Part B, in particular, the
impacts of O-percent cost-of-living adjustments for Social Security
benefits, for December 2009 and projected for December 2010, affect
financing starting in 2010 through the hold-harmless provision, as
discussed earlier.

Table III.C1 shows the estimated operations of the SMI trust fund
under the intermediate assumptions on a calendar-year basis through
2019. The estimates are based on current law, including a physician
payment update of —23.0 percent for December 2010, an estimated
update of —6.5 percent in January 2011, and an estimated update of
—2.9 percent in 2012. This table combines the operations of the Part B
and Part D accounts to present the expected operations of the trust
fund in total.

410n September 24, 2009, the House of Representatives passed the Medicare Premium
Fairness Act (H.R. 3631), which would have frozen the monthly Medicare Part B
premium for all beneficiaries in 2010 at the 2009 premium. This bill was not voted on
in the Senate and thus did not become law.
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Table 11l.C1.—Operations of the SMI Trust Fund (Cash Basis)
during Calendar Years 1970-2019

[In billions]
Income Expenditures Trust fund
Transfers Interest Adminis- Balance
Calendar Premium General from and Benefit trative Net atend of

year income' revenue® States other*® Total payments*® expense Total change year®

Historical data:

1970 $1.1 $1.1 — $0.0 $2.2 $2.0 $0.2 $2.2 -$0.0 $0.2
1975 1.9 2.6 — 0.1 4.7 4.3 0.5 47 -01 1.4
1980 3.0 7.5 — 04 109 10.6 0.6 1.2 -04 4.5
1985 5.6 18.3 — 1.2 251 22.9 0.9 23.9 1.2 10.9
1990 11.3 33.0 — 1.6 459 42.5 1.5 44.0 1.9 15.5
1995 19.7 39.0 — 1.6 60.3 65.0 1.6 66.6 -6.3 13.1
2000 20.6 65.9 — 34 899 88.9" 1.8 90.7 -0.8 44.0
2001 22.8 72.8 — 3.1 986 99.7" 1.7 1014 -2.8 413
2002 25.1 78.3 — 28 1062 111.0" 2.2 1132 -7.0 34.3
2003 27.4 86.4 — 20 1158 123.8" 2.3 126.1 -10.3 24.0
2004 314  100.9 — 1.5 1338 1354 29 1383 -45 19.4
2005 375 119.2 — 14 1581 150.3 3.2 153.5 4.6 24.0
2006 46.3 1719 $5.5 1.8 2255 213.0 3.4 216.4 9.1 33.1
2007 50.8 1784 6.9 23 2384 2252 3.4 228.6 9.7 429
2008 55.2  184.1 71 36 2500 229.3° 3.3 2326 174 60.3
2009 62.3° 209.8° 7.6 3.1 2828 263.0 3.5 266.5 16.3 76.6
Intermediate estimates:
2010 57.6° 200.5° 4.2 2.8 2652 279.0 3.1 282.1 -17.0 59.6
2011 66.4 227.7 8.0 44 3065 2832 3.3 286.5 20.0 79.6
2012 75.8  251.1 9.2 6.5 3427 300.7 3.6 304.3 384 118.0
2013 83.8 2705 9.8 9.0 3731 3237 3.9 3276 455 163.5
2014 924  290.3 10.3 12.2 405.3 3485 4.3 3528 525 216.0
2015 108.8° 331.2° 109 15.5 466.3 3735 4.7 3783 88.1 304.1
2016 100.9° 314.2° 117 19.2 446.0 400.5 5.2 405.7 40.3 3443
2017 119.0 362.7 12.7 245 518.9 4318 5.7 4374 814 4257
2018 131.6  396.5 13.8 29.7 5716 467.7 6.2 4739 978 5235
2019 145.0 4327 15.0 344 627.0 508.3 6.6 5149 1121 635.6

"Premiums for Part D include amounts withheld from Social Security benefit checks or other Federal
anments, as well as premiums paid directly to Part D plans by enrollees.

Includes Part B general fund matching payments, Part D subsidy costs, and certain interest-adjustment
items.
®0ther income includes recoveries of amounts reimbursed from the trust fund that are not obligations of
the trust fund and other miscellaneous income. In 2008, includes an adjustment of $0.8 billion for
interest inadvertently earned as a result of Part A hospice costs that were misallocated to the Part B
trust fund account.

“See footnote 2 of table I11.B4.

®Includes costs of Peer Review Organizations from 1983 through 2001 and costs of Quality
Improvement Organizations beginning in 2002. Values after 2005 include additional premiums collected
from beneficiaries and transferred to private health plans, for which the monthly plan cost exceeds the
benchmark amount, and Part D drug premiums to Medicare Advantage plans and private drug plans.

The financial status of SMI depends on both the assets and the liabilities of the trust fund (see
table 111.C12).

"Benefit payments less monies transferred from the HI trust fund for home health agency costs, as
Erovided for by the Balanced Budget Act of 1997.

Benefits shown for 2008 are reduced by monies ($8.5 billion) transferred from the general fund of the
Treasury to reimburse Part B for Part A hospice costs that were previously misallocated to the Part B
trust fund account.
®Section 708 of the Social Security Act modifies the provisions for the delivery of Social Security benefit
checks when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Delivery
of benefit checks normally due January 3, 2010 occurred on December 31, 2009, and delivery of benefit
checks normally due on January 3, 2016 is expected to occur on December 31, 2015.

Note: Totals do not necessarily equal the sums of rounded components.
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b. 75-Year Actuarial Estimates (2010-2084)

Table II1.C2 shows the estimated SMI incurred expenditures under
the intermediate assumptions expressed as a percentage of GDP for
selected years over the calendar-year period 2009-2080. As noted,
these current-law costs are understated as a result of the substantial
physician payment reductions required under current law and are
further understated if the productivity adjustments to other Medicare
price updates under the Affordable Care Act cannot be continued in
the long range.

The 75-year projection period fully allows for the analysis of impacts
caused by future trends that may reasonably be expected to occur,
such as the large increase in enrollees after 2010 when the baby boom
generation will reach eligibility age and begin to receive benefits.
Such long-range projections are necessarily highly uncertain,
however, in view of economic and health-cost trends that are
generally much more variable than demographic trends, together
with the high probability of further legislative changes affecting SMI
expenditures.

Table 111.C2.—SMI Expenditures (Incurred Basis) as a Percentage
of the Gross Domestic Product’

Calendar year SMI expenditures as a percentage of GDP
2009 1.87%
2010 1.92
2011 1.84
2012 1.86
2013 1.89
2014 1.92
2015 1.95
2016 1.99
2017 2.04
2018 2.12
2019 2.20
2020 2.29
2025 2.73
2030 3.12
2035 3.37
2040 3.51
2045 3.60
2050 3.67
2055 3.77
2060 3.88
2065 3.99
2070 4.08
2075 4.16
2080 4.22

"Expenditures are the sum of benefit payments and administrative expenses.
c. Implications of SMI Cost Growth

The SMI trust fund is adequately financed because beneficiary
premiums and general revenue contributions, for both Part B and
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Part D, are established annually to cover the expected costs for the
upcoming year. Should actual costs exceed those anticipated when
the financing is determined, future rates can include adjustments to
recover the shortfall. Likewise, should actual costs be less than those
anticipated, the savings would be passed along in lower future rates.
As long as the financing rates are reasonably set, both parts of the
SMI trust fund will remain financially solvent under current law.

A critical issue for the SMI program is the impact of the rapid growth
of SMI costs, which places steadily increasing demands on
beneficiaries and taxpayers. This section compares the past and
projected growth in SMI costs with GDP growth and assesses the
implications of the rapid growth on beneficiaries and the budget of
the Federal Government. These implications are significantly
understated because projected physician payment updates are
unrealistically reduced under the current-law sustainable growth
rate system and because of the significant probability that the
productivity adjustments to other Medicare price updates will not be
feasible in the long term.

Table ITII.C3 compares the growth in SMI expenditures with that of
the economy as a whole. Based on the current-law estimates, SMI
costs will continue to outpace growth in GDP. Compared to the last
10 years, the growth differential in the future is generally estimated
to be significantly smaller because of the impact of the Affordable
Care Act. The growth differential reflects the net effects of (i) the
savings from the ACA (the productivity adjustments to price updates
and reduced Medicare Advantage payment “benchmarks,” in
particular); (i1) the increase in the SMI population as the baby boom
generation turns age 65, enrolls, and is eligible to receive benefits;
(i11) the faster growth trend associated with the Part D prescription
drug benefit; and (iv) the negative physician payment updates that
would occur under current law during 2010-2012.42

42The introduction of the full drug benefit in 2006 caused a very large one-time increase
in the growth rate.
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Table 1l.C3.—Average Annual Rates of Growth in SMI and the Economy

[In percent]
SMI U.S. Economy
Calendar Beneficiary Per capita Total Total Per capita Growth
years population expenditures expenditures population GDP Total GDP_differential’

Historical data:
1968-1989 2.7% 13.4% 16.4% 1.0% 7.9% 8.9% 6.9%
1990-1999 1.5 6.2 7.7 1.0 4.4 55 2.1
2000-2009 1.5 10.7° 12.3° 0.9 3.3 43 7.7
Intermediate estimates:
2010-2019 2.8 4.0 6.9 0.9 4.2 5.1 1.7
2020-2034 21 53 7.5 0.7 3.9 4.6 2.8
2035-2059 0.6 46 5.3 0.5 4.1 4.6 0.6
2060-2084 0.8 4.2 5.0 0.5 4.1 4.6 0.4

"Excess of total SMI expenditure growth above total GDP growth, calculated as a multiplicative
differential.

?Includes the addition of the prescription drug benefit to the SMI program in 2006. Excluding 2006, the
average annual per capita expenditure increase is 7.7 percent, the total expenditure increase is
9.0 percent, and the growth differential is 4.0 percent.

Since SMI per capita benefits are generally expected to continue to
grow faster than average income or per capita GDP, the premiums
and coinsurance amounts paid by beneficiaries would represent a
growing share of their total income. Figure III.C1 compares past and
projected growth in average benefits for SMI versus Social Security.
Amounts are also shown for the average SMI premium payments and
average cost-sharing payments. (Each of these SMI amounts
increased in 2006 with the introduction of the Part D prescription
drug benefit, as discussed below.) To facilitate comparison across long
time periods, all values are shown in constant 2009 dollars.

Over time, the average Social Security benefit tends to increase at
about the rate of growth in average earnings. As noted previously,
health care costs generally reflect increases in the earnings of health
care professionals, growth in the utilization and intensity of services,
and other medical cost inflation. As indicated in figure I11.C1, average
SMI benefits in 1970 were only about one-twelfth the level of average
Social Security benefits but had grown to more than one-third by
2005. Under the intermediate projections, SMI benefits would
continue increasing at a faster rate and would represent over four-
fifths of the average Social Security retired-worker benefit in 2084
under current law.

Average beneficiary premiums and cost-sharing payments for SMI
will increase at about the same rate as average SMI benefits.43 Thus,
a growing proportion of beneficiaries’ Social Security and other
income would generally be required over time to pay total out-of-
pocket costs for SMI, including both premiums and cost-sharing

43As a result, the ratio of average SMI out-of-pocket payments to average SMI benefits
is projected to be nearly constant over time.
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amounts. Most SMI enrollees have other income in addition to Social
Security benefits. Other possible sources include earnings from
employment, employer-sponsored pension benefits, and investment
earnings. For simplicity, the comparisons in figure III.C1 are relative
to Social Security benefits only; a comparison of average SMI
premiums and cost-sharing amounts to average total beneficiary
income would lead to similar conclusions. For illustration, the
average Part B plus Part D premium in 2010 is estimated to equal
about 13 percent of the average Social Security benefit but would
increase to an estimated 20 percent in 2080. Similarly, an average
cost-sharing amount in 2010 would be equivalent to about 14 percent
of the Social Security benefit, which would increase to about
30 percent in 2080.

It is important to note that the availability of SMI Part B and Part D
benefits greatly reduces the costs that beneficiaries would otherwise
face for health care services. The introduction of the prescription drug
benefit increased beneficiaries’ costs for SMI premiums and cost
sharing, but reduced their costs for previously uncovered services by
substantially more. The purpose of the illustrations in figure II1.C1 is
to highlight the impact of rapid cost growth for a given SMI benefit
package.
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Figure 11l.C1.—Comparison of Average Monthly SMI Benefits, Premiums,
and Cost Sharing to the Average Monthly Social Security Benefit
[Amounts in constant 2009 dollars]
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The Social Security benefits shown in figure III.C1 are based on the
average OASI benefit amount for all retired workers; individual
retirees may receive significantly more or less than the average,
depending on their past earnings. The value of SMI benefits to
individual enrollees, and their cost-sharing payments, varies even
more substantially, depending on their income, assets, and use of
covered health services in a given year. In particular, Part B
premiums and cost-sharing amounts for beneficiaries with very low
incomes are paid by Medicaid, and (except for nominal copayments)
the corresponding Part D amounts are paid through the Medicare
low-income drug subsidy. Moreover, Part B beneficiaries with high
incomes pay a higher income-related premium beginning in 2007,
and, similarly, Part D enrollees will pay an income-related premium
beginning in 2011. For purposes of illustration, the average SMI
benefit value and cost-sharing liability for all beneficiaries are shown.
Results for individual beneficiaries can vary substantially from these
illustrations. Further information on the nature of this comparison,
and on the variations from the illustrative average results, is
available in a memorandum by the CMS Office of the Actuary at
http://www.cms.gov/ReportsTrustFunds/04_Beneficiaryoop.asp.

Another way to evaluate the implications of rapid SMI growth is to
compare government contributions to the SMI trust fund with total
Federal income taxes (personal and corporate income taxes).
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Table ITI1.C4 indicates that SMI general revenues in fiscal year 2008
were equivalent to about 12.0 percent of total Federal income taxes
collected in that year. For 2009 and 2010, the percentage increased to
17.7 and 18.6 percent, respectively, primarily as a result of lower
income tax revenues caused by the recession and legislative changes
designed to stimulate the economy. Should such taxes in the future
maintain their historical average level of the last 50 years relative to
the national economy, then, based on the intermediate projections,
SMI general revenue financing in 2080 would represent over
26 percent of total income taxes under current law and substantially
more than that if Congress modifies the physician payment system
and the productivity adjustments to non-physician price updates.

Table 111.C4.—SMI General Revenues as a Percentage
of Personal and Corporate Federal Income Taxes

Fiscal year Percentage of income taxes’
Historical data:
1970 0.8%
1980 22
1990 5.9
2000 54
2008 12.0
2009 17.7
Intermediate estimates:
2010 18.6
2020 15.0
2030 19.5
2040 21.8
2050 22.7
2060 24.6
2070 25.7
2080 26.6

"Includes the Part D prescription drug benefit beginning in 2006.

These examples illustrate the significant impact of SMI expenditure
growth on taxpayers and the Federal Budget. Under current law, the
projected SMI expenditure increases associated with the cost of
providing health care, plus the impact of the baby boom generation
reaching eligibility age, would continue to grow despite being
understated due to the unrealistic current-law physician payment
reductions. This outlook reinforces the Trustees’ recommendation for
development and enactment of further reforms to reduce the rate of
growth in SMI expenditures.

2. Part B Account
a. Financial Operations in Calendar Year 2009

A statement of the revenue and expenditures of the Part B account of
the SMI trust fund in calendar year 2009, and of its assets at the
beginning and end of the fiscal year, is presented in table II1.C5.
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Table 11l.C5.—Statement of Operations of the Part B Account
in the SMI Trust Fund during Calendar Year 2009
[In thousands]

Total assets of the Part B account in the trust fund, beginning of

o=y To o FE USSR $59,381,831
Revenue:
Premiums from enrollees:
Enrollees aged 65 and OVer........c.cccoooviiiiiiiiiiieeeiiceee e $47,433,140
Disabled enrollees under age 65 . 8,606,433
Total PremMiUMS ...oooviiiiie e 56,039,573
Premiums collected from Medicare Advantage participants ........ 119,992
Government contributions:
Enrollees aged 65 and OVer..........cccoocveeiiiiiiieeniceee e 131,514,241
Disabled enrollees under age 65 . 31,246,082
Total government contributions....... 162,760,323
Other.....cccooevieiieiieeeeeee . 13,172

Interest on investments ..
SSA interfund interest receipts

Total revenue

2,949,470
993

$221,883,522

Expenditures:
Net Part B benefit payments ..........cccoceviiiiiiiiiiec e, $202,585,344
Administrative expenses:
Transfer to Medicaid® 449,420
Treasury administrative expenses 357
Salaries and expenses, CMS? ..........cooooioieeeeereeeeereeen, 1,751,366

Salaries and expenses, Office of the Secretary, HHS. 35,228
Salaries and expenses, SSA ..........cc.cc...... 884,323
Medicare Payment Advisory Commission.. 4,561
Railroad Retirement administrative expenses... 9,264
Transitional assistance administrative expenses . 446
Prescription drug administrative expenses..... 150

Total administrative eXpenses..........coccveeeiiiiiiiieniiee s 3,135,115

Total EXPENAItUIES .......ceiiiiiii et $205,720,460

Net addition to the trust fund............cccoeiiiiiiiiie 16,163,063

Total assets of the Part B account in the trust fund, end of period........ $75,544,893

"A positive figure represents a transfer to the Part B account in the SMI trust fund from the other trust
funds. A negative figure represents a transfer from the Part B account in the SMI trust fund to the other
funds.

2Represents amount transferred from the Part B account in the SMI trust fund to Medicaid to pay the
Part B premium for certain qualified individuals, as legislated by the Balanced Budget Act of 1997.
®Includes administrative expenses of the carriers and intermediaries.

Note: Totals do not necessarily equal the sums of rounded components.

The total assets of the account amounted to $59.4 billion on
December 31, 2008. During calendar year 2009, total revenue
amounted to $221.9 billion and total expenditures were $205.7 billion.
Total assets thus increased $16.2 billion during the year, to
$75.5 billion as of December 31, 2009. The large increase in assets
occurred primarily because the January 2010 premium and
associated general revenue income were paid into the Part B account
on December 31, 2009.

(1) Revenues

The major sources of revenue for the PartB account are
(1) contributions of the Federal Government that are authorized to be
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appropriated and transferred from the general fund of the Treasury;
and (i) premiums paid by eligible persons who are voluntarily
enrolled. A new source of revenues, specified by the Affordable Care
Act and starting in 2011, will be the annual fees assessed on
manufacturers and importers of brand-name prescription drugs. The
ACA directs that these fees be allocated to the Part B trust fund
account, where they will serve to slightly reduce the need for
premium revenues and Federal general revenues.44 Eligible persons
aged 65 and over have been able to enroll in Part B since its inception
in July 1966. Since July 1973 disabled persons who are under age
65 and who have met certain eligibility requirements have also been
able to enroll.

Of the total Part B revenue, $56.0 billion represented premium
payments by (or on behalf of) aged and disabled enrollees—an
increase of 11.6 percent over the amount of $50.2 billion for the
preceding year. This increase resulted from the growth in the number
of persons enrolled in Part B and the receipt of the January 2010
premium income during calendar year 2009. In addition, enrollees
with high incomes were required to pay a larger share of average
Part B per capita costs in 2009 compared to 2008. (In the absence of
the additional month of receipts, total premium revenues would have
increased by about 2.1 percent. This increase is significantly lower
than normal, primarily because the Part B standard premium did not
increase from 2008 to 2009.)

Premiums paid for fiscal years 1967 through 1973 were matched by
an equal amount of government contributions. Beginning July 1973,
the amount of government contributions corresponding to premiums
paid by each of the two groups of enrollees is determined by applying
a “matching ratio,” prescribed in the law for each group, to the
amount of premiums received from that group. This ratio is equal to
(1) twice the monthly actuarial rate applicable to the particular group
of enrollees, minus the standard monthly premium rate, divided by
(1) the standard monthly premium rate.

Standard monthly premium rates and actuarial rates are
promulgated each year by the Secretary of Health and Human
Services. Past monthly premium rates and actuarial rates are shown
in table II1.C6 together with the corresponding percentages of Part B
costs covered by the premium rate. Estimated future premium

44Although section 1402 of the Affordable Care Act introduces a 3.8-percent “unearned
income Medicare contribution” on non-work income for high-income individuals and
couples, the receipts from this provision are not allocated to the Medicare trust funds.
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amounts under the intermediate set of assumptions appear in
section V.C.

Table 11l.C6.—Standard Part B Monthly Premium Rates, Actuarial Rates,
and Premium Rates as a Percentage of Part B Cost
Premium rates as a
Monthly actuarial rate percentage of Part B cost
Standard Disabled Disabled
monthly  Enrollees aged enrollees Enrollees aged enrollees
premium rate’ 65 and over under age 65 65 and over _under age 65

July 1966-March 1968 $3.00 — — 50.0% —
April 1968-June 1970 4.00 — — 50.0 —
12-month period ending June 30 of
1971 5.30 — — 50.0 —
1972 5.60 — — 50.0 —
1973 5.80 — — 50.0 —
1974° 6.30 $6.30 $14.50 50.0 21.7%
1975 6.70 6.70 18.00 50.0 18.6
1976 6.70 7.50 18.50 447 18.1
1977 7.20 10.70 19.00 33.6 18.9
1978 7.70 12.30 25.00 31.3 15.4
1979 8.20 13.40 25.00 30.6 16.4
1980 8.70 13.40 25.00 32.5 17.4
1981 9.60 16.30 25.50 294 18.8
1982 11.00 22.60 36.60 24.3 15.0
1983 12.20 24.60 42.10 248 14.5
July 1983-December 1983 12.20 27.00 46.10 22.6 13.2
Calendar year
1984 14.60 29.20 54.30 25.0 13.4
1985 15.50 31.00 52.70 25.0 14.7
1986 15.50 31.00 40.80 25.0 19.0
1987 17.90 35.80 53.00 25.0 16.9
1988 24.80 49.60 48.60 25.0 25.5
1989 31.90° 55.80 34.30 25.0* 40.7*
1990 28.60 57.20 4410 25.0 324
1991 29.90 62.60 56.00 23.9 26.7
1992 31.80 60.80 80.80 26.2 19.7
1993 36.60 70.50 82.90 26.0 221
1994 41.10 61.80 76.10 33.3 27.0
1995 46.10 73.10 105.80 31.5 21.8
1996 42.50 84.90 105.10 25.0 20.2
1997 43.80 87.60 110.40 25.0 19.8
1998 43.80 87.90 97.10 24.9 22.6
1999 45.50 92.30 103.00 24.6 221
2000 45.50 91.90 121.10 24.8 18.8
2001 50.00 101.00 132.20 24.8 18.9
2002 54.00 109.30 123.10 24.7 21.9
2003 58.70 118.70 141.00 24.7 20.8
2004 66.60 133.20 175.50 25.0 19.0
2005 78.20 156.40 191.80 25.0 204
2006 88.50 176.90 203.70 25.0 21.7
2007 93.50 187.00 197.30 25.0 23.7
2008 96.40 192.70 209.70 25.0 23.0
2009 96.40 192.70 224.20 25.0 215
2010 110.50 221.00 270.40 25.0 20.4
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"The amount shown for each year represents the standard Part B premium paid by, or on behalf of, most
Part B enrollees. It does not reflect other amounts that certain beneficiaries are required to pay, such as
the income-related monthly adjustment amount to be paid by beneficiaries with high income, starting in
2007, and the premium surcharge to be paid by beneficiaries who enroll late. In addition, it does not
reflect a reduction in premium for beneficiaries who are affected by the hold-harmless provision. These
amounts are described in more detail in section V.C.

%In accordance with limitations on the costs of health care imposed under Phase Il of the Economic
Stabilization program, the standard premium rates for July and August 1973 were set at $5.80 and
$6 10, respectively. Effective September 1973, the rate increased to $6.30.

*This rate includes the $4.00 catastrophic coverage monthly premium that was paid by most enrollees
under the Medicare Catastrophic Coverage Act of 1988 (subsequently repealed).

“The premium rates as a percentage of Part B cost for calendar year 1989 apply to the non-catastrophic
portion of the standard monthly premium rate.

Figure IT1.C2 is a graph of the monthly per capita financing rates in
all financing periods after 1983 for enrollees aged 65 and over and for
disabled individuals under age 65. The graph shows the portion of the
financing contributed by the beneficiaries and by general revenues.
As indicated, general revenue financing is the largest income source
for Part B.

Figure 11l.C2.—Part B Aged and Disabled Monthly Per Capita Trust Fund Income
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Note: The amounts shown do not include the catastrophic coverage monthly premium rate for 1989.
In calendar year 2009, contributions received from the general fund of

the Treasury amounted to $162.8 billion, which accounted for
73.4 percent of total revenue.

Another source of Part B revenue is interest received on investments
held by the Part B account. The investment procedures of the Part B
account are described later in this section. In calendar year 2009,
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$3.0 billion of revenue was from interest on the investments of the
account.

The Managing Trustee may accept and deposit in the Part B account
unconditional money gifts or bequests made for the benefit of the
fund. Contributions in the amount of $13 million were made in
calendar year 2009.

(2) Expenditures

Expenditures for Part B benefit payments and administrative
expenses are paid out of the account. All expenses incurred by the
Department of Health and Human Services, the Social Security
Administration, and the Department of the Treasury in
administering Part B are charged to the account. Such administrative
duties include payment of benefits, fraud and abuse control activities,
and experiments and demonstration projects designed to determine
various methods of increasing efficiency and economy in providing
health care services, while maintaining the quality of these services.

In addition, Congress has authorized expenditures from the trust
funds for construction, rental and lease, or purchase contracts of
office buildings and related facilities for use in connection with the
administration of Part B. Such costs are included in the account
expenditures. The net worth of facilities and other fixed capital
assets, however, is not carried in the statement of Part B assets
presented in this report, since the value of fixed capital assets does
not represent funds available for benefit or administrative
expenditures and is not, therefore, pertinent in assessing the
actuarial status of the funds.

Of total Part B expenditures, $202.6 billion represented net benefits
paid from the account for health services.4® Net benefits increased
7.3 percent over the corresponding amount of $188.8 billion paid
during the preceding calendar year. This spending growth reflects
increases both in the number of beneficiaries and in the price,
volume, and intensity of services. Additional information on Part B
benefits by type of service is available in section IV.B1.

The remaining $3.1 billion of expenditures was for administrative
expenses and represented 1.5 percent of total Part B expenditures in

45Net benefits equal the total gross amounts initially paid from the trust fund during
the year less recoveries of overpayments identified through fraud and abuse control
activities.
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2009.46 Administrative expenses were made up of (1) the net Part B
administrative expenses, after adjustments to the preliminary
allocation of administrative costs among the Social Security and
Medicare trust funds and the general fund of the Treasury; (ii) the
net transitional drug assistance administrative expenses; and
(111) certain other net Part D administrative expenses. The start-up
administrative expenses for transitional assistance and Part D were
paid out of the Part B account, as specified by the Medicare
Modernization Act.

(3) Actual experience versus prior estimates

Table ITI.C7 compares the actual experience in calendar year
2009 with the estimates presented in the 2008 and 2009 annual
reports. A number of factors can contribute to differences between
estimates and subsequent actual experience. In particular, actual
values for key economic and other variables can differ from assumed
levels, and legislative and regulatory changes may be adopted after a
report’s preparation. Table III.C7 indicates that actual Part B benefit
payments were slightly higher than what was estimated in the 2009
report and somewhat higher than estimated in the 2008 report,
because legislation increased physician payments in 2009 after that
year’s report was issued. Actual premiums and actual government
contributions were very close to those estimated in both reports.

Table 11l.C7.—Comparison of Actual and Estimated Operations of the Part B Account
in the SMI Trust Fund, Calendar Year 2009
[Dollar amounts in millions]
Comparison of actual experience with estimates for
calendar year 2009 published in:

2009 report 2008 report
Actual as a Actual as a
Actual Estimated  percentage  Estimated percentage
Item amount amount’ of estimate amount’ of estimate
Premiums from enrollees $56,040 $56,677 99% $56,027 100%
Government contributions 162,760 163,787 99 160,236 102
Benefit payments 202,585 199,607 101 190,872 106

"Under the intermediate assumptions.
(4) Assets

The portion of the Part B account not needed to meet current
expenditures for benefits and administration 1s invested in
interest-bearing obligations of the U.S. Government.

46In 2009, the Part B salaries and expenses for the Centers for Medicare & Medicaid
Services, including the administrative expenses of the carriers and intermediaries,
amounted to $1.8 billion or 0.9 percent of total Part B expenditures.
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The Social Security Act authorizes the issuance of special public-debt
obligations for purchase exclusively by the account. The law requires
that these special public-debt obligations shall bear interest, at a rate
based on the average market yield (computed on the basis of market
quotations as of the end of the calendar month immediately preceding
the date of such issue), on all marketable interest-bearing obligations
of the United States forming a part of the public debt that are not due
or callable until after 4 years from the end of that month. Since the
inception of the SMI trust fund, the assets have always been invested
in special public-debt obligations.4’ Table V.E10, presented in
appendix E, shows the assets of the Part B account at the end of fiscal
years 2008 and 2009.

b. 10-Year Actuarial Estimates (2010-2019)

Future operations of the Part B account are projected using the
Trustees’ economic and demographic assumptions, as detailed in the
OASDI Trustees Report, as well as other assumptions unique to
Part B. Section IV.B1 presents an explanation of the effects of these
assumptions on the estimates in this report. It is also assumed that
financing for future periods will be determined according to the
statutory provisions described in section III.C2a, although Part B
financing rates have been set only through December 31, 2010.
However, unusual steps were necessary in 2010 and may be required
for the next few years in order to maintain an adequate financial
balance in the Part B account as a result of the “hold-harmless”
provision of current law.

The hold-harmless provision prevents a beneficiary’s net Social
Security benefit from decreasing when the Part B premium increase
would be larger than his or her cash benefit increase. There was no
increase in Social Security benefits for December 2009 as a result of
significant decreases in the CPI during the last 5 months of 2008. The
Part B premium increase for 2010 would have been significantly
greater than the zero-percent cost-of-living adjustment for all
beneficiaries if not for the hold-harmless provision, but beneficiaries
affected by this provision did not have to pay the higher premium
level. Only about one-fourth of Part B enrollees are paying the
increase in the Part B premium in 2010 (or having it paid for them by
Medicaid).

4Investments may also be made in obligations guaranteed as to both principal and
interest by the United States, including certain federally sponsored agency obligations.
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Depending on future increases in the CPI, zero cost-of-living
adjustments for Social Security benefits could also occur for
December 2010 and possibly December 2011. Under the Trustees’
economic assumptions, the December benefit increases are projected
to be 0 percent and 1.2 percent for 2010 and 2011, respectively.

To prevent asset exhaustion and maintain an adequate contingency
reserve for the Part B trust fund account under such circumstances,
premiums would have to continue to be raised substantially more
than normal under current law, as they were for 2010. The increases
would be paid only by those Part B enrollees who are not subject to
the hold-harmless provision (primarily new enrollees during the year
and high-income enrollees) and by the State Medicaid programs (on
behalf of Part B enrollees who are also Medicaid enrollees). Following
this practice, the 2010 Part B premium was set to be $110.50. In view
of the equity concerns mentioned previously, the increase was
intentionally set at a somewhat lower level than otherwise required,
with asset redemptions making up the difference. In this way, the
premium increase was ameliorated somewhat for 2010.

Under the intermediate economic assumptions, monthly premiums of
$120.10 and $113.80 are estimated for 2011 and 2012, respectively,
compared to the 2009 premium of $96.40. Such premium increases,
paid by affected enrollees and Medicaid and matched by general
revenue transfers, would prevent a decline in Part B assets and
would maintain a contingency reserve at the level necessary to
accommodate normal financial variation plus the elevated likelihood
of legislative action that would raise costs after financing rates had
been established.4® The unusually large premiums estimated for 2011
and 2012 are due to the effect of the hold-harmless provision of
current law that limits premium increases for about three-quarters of
Part B enrollees to increases in Social Security benefits. As indicated,
a second zero COLA for Social Security would require payment of
much larger-than-normal premiums by (or on behalf of) the one-
fourth of beneficiaries not affected by the provision, absent legislation
to address the situation.

48In the highly unlikely event that the current-law negative physician payment updates
are allowed to occur without legislative intervention, no increase in Part B financing
would be needed for 2011 above the 2010 financing levels in order to maintain an
adequate level of assets in the Part B account. However, Part B financing rates are set
prospectively, and they need to include a margin that accounts for the magnitude and
probability of legislative changes that would increase Part B costs after the financing
had been determined. For 2003 through November 2010, Congress has avoided
negative updates.
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As noted, the Part B expenditures are substantially understated in
both the short range and long range because current-law physician
payment rates are unrealistically reduced for 2010 and later under
the sustainable growth rate system—by 23.0 percent in December
2010, by 6.5 percent in January 2011, and by 2.9 percent in 2012. In
practice, Congress is nearly certain to prevent some or all of these
scheduled reductions through new legislation, as it has for 2003
through November 2010. Depending on the specific legislated
changes, Part B costs could be about 21 percent higher in 2019 than
shown here under current law.

Table ITII.C8 shows the estimated operations of the Part B account
under the intermediate assumptions on a calendar-year basis through
2019. As mentioned previously, the estimates for 2010 and later
should be interpreted cautiously, given the near certainty of further
legislation addressing physician payments. Also, only the direct
impacts of the negative payment updates on physician expenditures
are included. Potential secondary effects on other Medicare outlays
have not been incorporated.
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Table 11.C8.—Operations of the Part B Account in the SMI Trust Fund (Cash Basis)
during Calendar Years 1970-2019

[In billions]
Income Expenditures Account
Adminis- Balance
Calendar Premium General Interest Benefit trative Net at end

year income  revenue® and other*® Total payments®* expenses Total change of year®

Historical data:

1970 $1.1 $1.1 $0.0 $2.2 $2.0 $0.2 $22 -%$0.0 $0.2
1975 1.9 2.6 0.1 47 43 05 47 -0.1 1.4
1980 3.0 75 0.4 10.9 10.6 0.6 11.2 -0.4 45
1985 5.6 18.3 1.2 25.1 22.9 0.9 23.9 1.2 10.9
1990 11.3 33.0 1.6 459 425 15 44.0 1.9 15.5
1995 19.7 39.0 1.6 60.3 65.0 1.6 66.6 -6.3 13.1
2000 20.6 65.9 3.4 89.9 88.9° 1.8 90.7 -0.8 440
2001 22.8 72.8 3.1 98.6 99.7° 17 1014 -2.8 413
2002 25.1 78.3 2.8 1062  111.0° 22 1132 -7.0 34.3
2003 27.4 86.4 2.0 115.8  123.8° 23 1261 -10.3 24.0
2004 314 100.4 15 1333  135.0 29 1379 -4.5 19.4
2005 375 118.1 1.4 157.0  149.2 32 1524 4.6 24.0
2006 429 132.7 1.8 177.3  165.9 3.1 169.0 8.3 32.3
2007 46.8 139.6 2.2 188.7 176.4 25 1789 9.7 421
2008 50.2 146.8 36 200.6  180.3 30 1833 17.3 59.4
2009 56.0° 162.8° 31 2219 2026 31 2057 16.2 75.5
Intermediate estimates:
2010 51.28 149.7° 2.8 203.7 2173 29 2201 -164 59.1
2011 58.4 172.2 44 2350 2122 30 2153 19.7 78.9
2012 65.7 192.0 6.5 2642 2226 33 2259 38.4 117.2
2013 71.9 206.6 9.0 287.5 2384 36 2421 45.4 162.7
2014 79.0 221.1 12.2 3122 2558 40 2598 52.4 215.1
2015 92.9° 255.4° 15.4 363.8 2713 44 2758 88.0 303.1
2016 84.4° 229.8° 19.2 3334 2883 49 2932 40.2 343.3
2017 100.1 270.8 245 3954 3087 54 3140 81.3 4247
2018 1106 295.4 29.7 4357 3322 58  338.0 97.7 522.3
2019 1216 321.1 34.4 477.0  358.8 6.3 3650 112.0 634.4

"General fund matching payments, plus certain interest-adjustment items.

2Other income includes recoveries of amounts reimbursed from the trust fund that are not obligations of
the trust fund and other miscellaneous income. In 2008, includes an adjustment of $0.8 billion for
interest inadvertently earned as a result of Part A hospice costs that were misallocated to the Part B
trust fund account.

*See footnote 2 of table I11.B4.

‘Includes costs of Peer Review Organizations from 1983 through 2001 and costs of Quality

Improvement Organizations beginning in 2002.
®The financial status of Part B depends on both the assets and the liabilities of the trust fund (see
table 111.C12).
®Benefit payments less monies transferred from the HI trust fund for home health agency costs, as
Provided for by the Balanced Budget Act of 1997.

Benefits shown for 2008 are reduced by monies ($8.5 billion) transferred from the general fund of the
Treasury to reimburse Part B for Part A hospice costs that were previously misallocated to the Part B
trust fund account.
8Section 708 of the Social Security Act modifies the provisions for the delivery of Social Security benefit
checks when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Delivery
of benefit checks normally due January 3, 2010 actually occurred on December 31, 2009. Consequently,
the Part B premiums withheld from the checks and the associated general revenue contributions were
added to the SMI trust fund on December 31, 2009. Likewise, January 3, 2016 will fall on a Sunday, and
therefore delivery of the majority of Social Security checks is expected to occur on December 31, 2015.

Note: Totals do not necessarily equal the sums of rounded components.

As shown 1n table III.C8, the Part B account is estimated to decrease
during 2010 to an estimated $59.1 billion by the end of the year.
Since the Part B monthly premium and associated general revenue
income for January 2010 were received by Part B in December 2009,
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the Part B asset level is higher than normal at the end of 2009, and
only 11 months of income will be received by Part B during 2010. The
expected asset reduction in 2010 is due principally to this temporary
shift in the timing of receipts.

Starting in 2010 the Part B projections are heavily influenced by the
physician payment reductions in December 2010, January 2011, and
2012, as estimated under current law. Part B financing margins were
set in 2010, and are projected to be set for 2011 and thereafter, so
that account assets would be adequate to cover a much higher level of
benefits in the likely event that Congress will continue to prevent
reductions in Part B physician payment rates. Accordingly, table
III.C8 shows rapidly increasing Part B asset levels because
expenditures reflect the current-law physician reductions but income
reflects current-law expenditures plus a large margin based on the
reasonable expectation that the current-law reductions will not
occur.49

The Part B expenditure estimates shown in this report for 2010-2019
are higher in most years than those in last year’s report. The reasons
for the change are described in the subsequent section on long-range
projections.

The statutory provisions governing Part B financing have changed
over time. Most recently, the Balanced Budget Act of 1997 provided
for the permanent establishment of the standard Part B premium at
the level of about 25 percent of average expenditures for beneficiaries
65 and over. Figure III.C3 shows historical and projected ratios of
premium income to Part B expenditures.

4#9This rise in assets is unlikely to occur. Each year as the current-law physician
payment reductions are either implemented or overridden by legislation, the Part B
financing will be determined in a way that balances stability in the premium increases
with financial soundness.
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Figure 11.C3.—Premium Income as a Percentage of Part B Expenditures
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Beneficiary premiums are also affected by a new provision under the
Affordable Care Act that imposes fees on the manufacturers and
importers of brand-name prescription drugs and allocates the fees to
the Part B account of the SMI trust fund. The new legislation does
not modify the determination of the Part B actuarial rates,
premiums, or general revenue matching contributions; the normal
financing, plus the new fees, would result in an excessive level of
program financing without other action. Accordingly, the premium
margin for maintaining an appropriate level of trust fund assets will
be reduced such that total revenues from premiums, matching
general revenues, and the ear-marked fees relating to brand-name
prescription drugs will equal the appropriate level needed for
program financing.

The amount and rate of growth of benefit payments have been a
source of some concern for many years. In table III.C9, amounts of
payments are considered in the aggregate, on a per capita basis, and
relative to the Gross Domestic Product (GDP). Rates of growth are
shown historically and for the next 10 years based on the
intermediate estimates under current law, which is likely to change
to prevent scheduled substantial reductions in physician fees.

Part B benefit growth has averaged 8.5 percent annually over the
past 5 years. The large increases in recent years arose, in part, due to
the inadvertent payment of certain Part A hospice benefits by Part B
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during 2005, 2006, and 2007. (These inadvertent payments continued
until October 2007.) During 2009, Part B benefits grew 12.4 percent
on an aggregate basis (7.3 percent, excluding the one-time effect of

the hospice payment correction in 2008) and increased to 1.42 percent
of GDP.

Table 11l.C9.—Growth in Part B Benefits (Cash Basis) through December 31, 2019

Aggregate benefits Percent Per capita Percent Part B benefits as a
Calendar year [billions] change benefits change percentage of GDP
Historical data:
1970 $2.0 5.9% $101 3.5% 0.19%
1975 4.3 28.8 180 24.6 0.26
1980 10.6 221 390 19.3 0.38
1985 229 16.7 768 14.5 0.54
1990 42.5 10.9 1,304 9.1 0.73
1995 65.0 10.8 1,823 9.2 0.88
2000 88.9' 10.1 2,381 9.2 0.91
2001 990.7" 121 2,646 11.1 0.98
2002 111.0' 1.3 2,922 10.4 1.06
2003 123.8 11.6 3,209 9.8 1.13
2004 135.0 9.0 3,450 7.5 1.16
2005 149.2 10.6 3,754 8.8 1.20
2006 165.9 11.2 4,111 9.5 1.26
2007 176.4 6.3 4,293 4.4 1.27
2008 180.3% 22 4,297 0.1 1.25
2009 202.6 12.4 4,728 10.0 1.42
Intermediate estimates:
2010 2173 7.3 4,946 4.6 1.47
2011 212.2 -2.3 4,716 -4.7 1.37
2012 222.6 4.9 4,796 1.7 1.36
2013 238.4 71 4,978 3.8 1.37
2014 255.8 7.3 5,193 4.3 1.39
2015 271.3 6.1 5,365 3.3 1.39
2016 288.3 6.3 5,551 3.5 1.41
2017 308.7 71 5,784 4.2 1.44
2018 332.2 7.6 6,058 4.7 1.48
2019 358.8 8.0 6,363 5.0 1.53

"See footnote 6 of table I11.C8.
?See footnote 7 of table 11.C8.

The estimated reduction in Part B benefits in 2011 reflects the
physician payment updates of —23.0 percent in December 2010 and
another —6.5 percent in January 2011 under current law. A further
change of —2.9 percent is also estimated for January 2012. Physician
payment updates are determined based on the sustainable growth
rate system (SGR). The SGR requires that future physician payment
increases be adjusted for past actual physician spending relative to a
target spending level.50 The SGR provision was enacted in 1997, and
by 2002 actual cumulative physician spending exceeded the target
levels. This comparison was subsequently exacerbated by further
significant growth in the volume and intensity of physician services.

50Additional information about the SGR system and the physician spending targets,
including the original target levels, 1is available at http://www.cms.gov/
SustainableGRatesConFact/Downloads/sgr2011p.pdf.
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In addition, amendments enacted in 2003 through May 2010 to
override scheduled reductions in physician payment rates all raised
actual payment levels, but not all raised the target spending levels.
As noted, to address the accumulated difference between actual and
allowed spending levels, the current SGR mechanism will require fee
schedule reductions in December 2010 through 2012 totaling
30 percent.

Part B expenditure growth rates in 2011-2019 are also affected by the
net impact of the Affordable Care Act. Substantial savings are
generated during this period by the slower Medicare price updates for
most non-physician services and the reduced payment “benchmarks”
for private Medicare Advantage health plans.

Despite the unrealistic statutory reductions to physician payments,
Part B costs in the 2010 annual report are projected to continue
increasing faster than GDP in most years, as indicated in
table II1.C9.

Since future economic, demographic, and health care usage and cost
experience may vary considerably from the intermediate assumptions
on which the preceding cost estimates were based, estimates have
also been prepared using two alternative sets of assumptions:
low-cost and high-cost. The estimated operations of the PartB
account for all three alternatives are summarized in table II1.C10.
The assumptions underlying the intermediate assumptions are
presented in substantial detail in section IV.B1. The assumptions
used in preparing estimates under the low-cost and high-cost
alternatives are also summarized in that section.
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Table 11.C10.—Estimated Operations of the Part B Account in the SMI Trust Fund
during Calendar Years 2009-2019, under Alternative Sets of Assumptions
[Dollar amounts in billions]

Calendar  Premiums from Total Balance in fund at
year enrollees Other income'  Total income expenditures end of year
Intermediate:
2009° $56.0° $165.8° $221.9 $205.7 $75.5
2010 51.2° 152.5° 203.7 220.1 59.1
2011 58.4 176.6 235.0 215.3 78.9
2012 65.7 198.5 264.2 225.9 117.2
2013 71.9 215.6 287.5 2421 162.7
2014 79.0 233.2 312.2 259.8 215.1
2015 92.9° 270.9° 363.8 275.8 303.1
2016 84.4° 249.0° 3334 293.2 3433
2017 100.1 295.3 395.4 314.0 4247
2018 110.6 325.1 4357 338.0 522.3
2019 121.6 355.5 477.0 365.0 634.4
Low-cost:
2009? $56.0° $165.8° $221.9 $205.7 $75.5
2010 51.2° 152.6° 203.8 217.5 61.9
2011 55.1 168.4 2235 209.3 76.0
2012 62.3 188.3 250.6 215.3 111.3
2013 66.5 199.6 266.1 225.6 151.7
2014 712 2111 282.4 236.6 197.5
2015 81.8° 239.2° 321.0 245.3 2732
2016 73.0° 216.0° 289.0 254.6 307.6
2017 84.4 249.6 333.9 265.6 375.9
2018 90.3 267.2 357.5 278.7 454.7
2019 97.2 285.8 383.0 293.5 544.1
High-cost:
2009* $56.0° $165.8° $221.9 $205.7 $75.5
2010 51.2° 152.5° 203.7 222.9 56.4
2011 62.1 185.9 248.0 222.2 82.2
2012 70.5 2115 281.9 239.5 124.6
2013 78.7 235.0 313.7 263.3 175.1
2014 88.7 261.1 349.9 289.4 235.6
2015 107.0° 311.3° 418.4 315.1 338.8
2016 99.6° 292.7° 392.3 343.7 387.4
2017 120.8 354.5 475.3 376.7 486.0
2018 136.4 398.4 534.8 4161 604.7
2019 154.9 449.2 604.1 461.8 747.0

"Other income contains government contributions, fees on manufacturers and importers of brand-name
Erescription drugs, and interest.

Figures for 2009 represent actual experience.
*See footnote 8 of table I1I.C8.

Note: Totals do not necessarily equal the sums of rounded components.

The three sets of assumptions were selected in order to indicate the
general range in which the cost might reasonably be expected to fall
under current law. The low- and high-cost alternatives provide for a
fairly wide projected range. Actual experience, if current law were
allowed to continue, would be expected to fall within the range, but no
assurance can be given that this would be the case in light of the wide
variations in experience that have occurred since Part B began and
the potential secondary effects of the current-law physician payment
updates that are not included in this report. Although physician fees
would be reduced substantially by the SGR system under current
law, actual changes in utilization and/or intensity of physician and
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other Part B services could readily result in current-law costs as high
or low as the current-law alternative projections. In practice, actual
costs will likely be affected as a result of new legislation, particularly
in light of the near certainty that the current-law physician payment
updates will be overridden by legislation.5!

Part B expenditures are estimated to grow faster than GDP in most
years under the intermediate and high-cost assumptions. Based on
the low-cost assumptions, expenditures would increase more slowly
than GDP in 2010 through 2019.

The alternative projections shown in table III.C10 illustrate two
important aspects of the financial operations of the Part B account:

*  Despite the widely differing assumptions underlying the three
alternatives, the Dbalance between PartB income and
expenditures remains relatively stable. Under the low-cost
assumptions, for example, by 2019 both income and expenditures
would be around 20 percent lower than projected under the
intermediate assumptions. The corresponding amounts under the
high-cost assumptions would be around 27 percent higher than
the intermediate estimates.

This result occurs because the premiums and general revenue
contributions underlying Part B financing are reestablished
annually to match each year’s anticipated incurred benefit costs
and other expenditures, and then are increased by a margin that
reflects the uncertainty of the projection. Thus, Part B income
will automatically track Part B expenditures fairly -closely,
regardless of the specific economic and other conditions.

* As a result of the close matching of income and expenditures
described above, projected account assets show similar, stable
patterns of change under all three sets of assumptions. The
annual adjustment of premiums and general revenue
contributions permits the maintenance of a Part B account
balance that, while typically relatively small, is sufficient to
guard against chance fluctuations.

51Prior Trustees Reports have also included an appendix with supplementary
information on the possible range of future Part B expenditures, projected using a
statistical analysis of past variations in cost growth rates. Due to the limited
usefulness of Part B projections under current law, this auxiliary analysis has not been
prepared this year.
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It should be noted, however, that continued enactment of
legislation to prevent a reduction in physician fees, after
financing for a year has been set, jeopardizes the adequacy of
Part B assets. The substantially increased uncertainty
surrounding future Part B expenditures requires larger than
usual margins in the financing and, therefore, larger than usual
projected Part B account balances.

Past legislative actions to override scheduled physician fee
reductions contributed to a substantial decline in Part B assets,
which, minus corresponding liabilities, in 2004 reached their
lowest level relative to annual expenditures in nearly 30 years.
Restoration of assets to the 2008 adequate level required
substantial premium and general revenue increases over several
years.

Adequacy of Part B Financing Established for Calendar Year 2010

The traditional concept of financial adequacy, as it applies to Part B,
is closely related to the concept as it applies to many private group
insurance plans. Part B is somewhat similar to private “yearly
renewable term” insurance, with financing established each year
based on estimated costs for the year. For Part B, financing is
provided from premium income paid by the enrollees and from income
contributed from general revenue by the Federal Government. As
with private plans, the income during a 12-month period for which
financing is being established should be sufficient to cover the costs of
services expected to be rendered during that period (including
associated administrative costs), even though payment for some of
these services will not be made until after the period closes. The
portion of income required to cover those benefits not paid until after
the end of the year is added to the account. Thus assets in the account
at any time should not be less than the costs of the benefits and the
administrative expenses incurred but not yet paid.

Since the income per enrollee (premium plus government
contribution) is established prospectively each year, it is subject to
projection error. Additionally, legislation enacted after the financing
has been established, but effective for the period for which financing
has been set, may affect costs. Account assets, therefore, should be
maintained at a level that is adequate to cover not only the value of
incurred-but-unpaid expenses but also a reasonable degree of
variation between actual and projected costs (in case actual costs
exceed projected).
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The actuarial status or financial adequacy of the Part B account is
traditionally evaluated over the period for which the enrollee
premium rates and level of general revenue financing have been
established. The primary tests are that (i) the assets and income for
years for which financing has been established should be sufficient to
meet the projected benefits and associated administrative expenses
incurred for that period; and (i1) the assets should be sufficient to
cover projected liabilities that have not yet been paid as of the end of
the period. If these adequacy tests are not met, Part B can still
continue to operate if the account remains at a level adequate to
permit the payment of claims as presented. However, to protect
against the possibility that costs will be higher than assumed, assets
should be sufficient to include contingency levels that cover a
reasonable degree of variation between actual and projected costs.

As noted above, the tests of financial adequacy for Part B rely on the
incurred experience of the account, including a liability for the costs
of services performed in a year but not yet paid. Table III.C11 shows
the estimated transactions of the account on an incurred basis. The
incurred experience must be viewed as an estimate, even for
historical years.52

52Part B experience is substantially more difficult to determine on an incurred basis
than on a cash basis. Payment for some services is reported only on a cash basis, and
the incurred experience must be inferred from the cash payment information.
Moreover, for recent time periods the tabulations of bills are incomplete due to normal
processing time lags.
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Table 11l.C11.—Estimated Part B Income and Expenditures (Incurred Basis)
for Financing Periods through December 31, 2010

[In millions]
Income Expenditures
Adminis- Net
Financing Premium  General Interest Benefit trative operations
period income revenue and other  Total payments expenses Total in year
Historical data:
12-month period ending June 30,
1970 $936 $936 $12 $1,884 $1,928 $213 $2,141 -$257
1975 1,887 2,396 105 4,388 3,957 438 4,395 -7
1980 2,823 6,627 421 9,871 9,840 645 10,485 -614
Calendar year
1985 5,613 18,243 1,248 25,104 22,750 986 23,736 1,368
1990 11,320 33,035 1,558 45913 42,577 1,541 44,118 1,795
1995 19,717 45,743 1,739 67,199 64,918 1,607 66,525 674
2000 20,555 65,898 3,450 89,903 89,757" 1,770 91,526 -1,623
2001 22,764 72,793 3,071 98,629 100,286 2,008 102,294 -3,665
2002 25,066 78,338 2,792 106,196 112,223' 2,196 114,419 -8,223
2003 27,402 86,402 1,992 115,796 122,094 2,318 124,412 -8,616
2004 31,435 100,418 1,495 133,347 136,993 2,893 139,886 -6,539
2005 37,535 118,091 1,365 156,992 149,515 3,185 152,700 4,291
2006 42,853 132,673 1,791 177,317 167,244 3,062 170,306 7,012
2007 46,773 148,717,2 2,238 197,728 177,515 2,492 180,007 17,721
2008 50,232 137,731° 3,591 191,554 180,417 2,990 183,407 8,147
2009 51,385 149,149 3,084 203,618 204,242 3,135 207,377 -3,759
Intermediate estimates:
2010 55,855 163,337 2,812 222,003 217,906 2,861 220,767 1,236

"See footnote 7 of table 111.C8.

A July 1, 2008 general revenue transfer was made in the amount of $9.3 billion to restore the Part B
account assets for hospice benefit accounting errors that occurred from 2005 through September 2007.
An estimated $9.1 billion was due but unpaid by the end of 2007 when the error was discovered, and an
additional estimated $0.2 billion in interest accrued until July 1, 2008 when the corrective payment was
made.

The liability outstanding at any time, for the cost of services
performed for which no payment has been made, is referred to as
“benefits incurred but unpaid.” Estimates of the amount of benefits
incurred but unpaid as of the end of each financing period, and of the
administrative expenses related to processing these benefits, appear
in table ITI.C12. In some years, account assets have not been as large
as liabilities. Nonetheless, the fund has remained positive, allowing
all claims to be paid.
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Table 11l.C12.—Summary of Estimated Part B Assets and Liabilities
as of the End of the Financing Period, for Periods through December 31, 2010
[Dollar amounts in millions]

General
revenue Benefits Administrative Excess of
Balance in  due but Total incurred costs incurred Total assets over

trust fund unpaid assets but unpaid but unpaid _liabilites _liabilites  Ratio’

Historical data:
As of June 30,

1970 $57 $15 $72 $567 — $567 -$495 -0.21
1975 1,424 67 1,491 1,257 $14 1,271 — 0.04
1980 4,657 — 4,657 2,621 188 2,809 1,848 0.15
As of December 31,
1985 10,924 — 10,924 3,142 -38 3,104 7,820 0.28
1990 15,482 — 15,482 4,060 20 4,080 11,402 0.24
1995 13,130 6,893° 20,023 4,282 -214 4,068 15,954 0.23
2000 44,027 — 44,027 7,176 -285 6,891 37,136 0.36
2001 41,269 — 41,269 7,799 — 7,799 33,471 0.29
2002 34,301 — 34,301 9,053 — 9,053 25,248 0.20
2003 23,953 — 23,953 7,322 — 7,322 16,631 0.12
2004 19,430 — 19,430 9,337 — 9,337 10,093 0.07
2005 24,008 — 24,008 9,624 — 9,624 14,384 0.08
2006 32,325 — 32,325 10,929 — 10,929 21,396 0.12
2007 42,062 9,296° 51,358 12,015 — 12,015 39,343 0.21
2008 59,382 — 59,382 12,119 — 12,119 47,263 0.23
2009 75,545 — 75,545 13,775 — 13,775 61,770 0.28
Intermediate estimates:
2010 59,148 — 59,148 14,409 — 14,409 44,740 0.21

"Ratio of the excess of assets over liabilities to the following year’s total incurred expenditures.

This amount includes both the principal of $6,736 million and the accumulated interest through
December 31, 1995 for the shortfall in the fiscal year 1995 appropriation for government contributions.
Normally, this transfer would have been made on December 31, 1995 and, therefore, would have been
reflected in the trust fund balance. However, due to absence of funding, the transfer of the principal and
the appropriate interest was delayed until March 1, 1996.

3Certain Part A benefits were erroneously paid by Part B from 2005 through September 2007. Therefore,
the Part B account of the SMI trust fund received a general revenue transfer on July 1, 2008 of
$9,296 million to restore the Part B account. Beginning in 2007, the year in which the errors were
discovered, these amounts to be repaid to the Part B account are recognized. The 2007 amount shown
includes both the estimated principal of $8,484 million and the estimated accumulated interest through
December 31, 2007.

The amount of assets minus liabilities can be compared with the
estimated incurred expenditures for the following calendar year to
form a relative measure of the Part B account’s financial status. The
last column in table IT1.C12 shows such ratios for past years and the
estimated ratio at the end of 2010. Past studies have indicated that a
ratio of roughly 15-20 percent is sufficient to protect against
unforeseen contingencies, such as unusually large increases in Part B
expenditures. At the end of 2009, the Part B reserve ratio was
28 percent, which is above normal requirements. This favorable
result for the financial status of the Part B account is due primarily
to the receipt of 13 months of income during calendar year 2009.

Part B financing has been established through December 31, 2010
and was designed with specific margins to maintain a contingency
reserve slightly above the range of 15-20 percent. Incurred income is
estimated to exceed incurred expenditures in 2010, as shown in
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table III.C11. The excess of assets over liabilities is expected to
decrease by $17.0 billion by the end of December 2010, as indicated in
table II1.C12. This decrease comes from two primary factors. First, in
order to ameliorate the effects of the hold-harmless provision on the
2010 premium increase, the 2010 financing was set at a slightly lower
level than would otherwise be required, with asset redemptions
making up the difference. Second, the assets are somewhat
overstated at the end of 2009 due to the January 2010 premium and
general revenue income being received in December 2009. Assets at
the end of 2010 will reflect only 11 months of premium and general
revenue income during 2010. The reserve ratio is expected to decrease
from 28 percent as of December 31, 2009 to 22 percent at the end of
2010 under current law. A legislative override of the 23.0-percent
physician payment reduction scheduled for December 2010, which
would otherwise be required under current law, would reduce the
reserve ratio, but probably not below the adequate range of
15-20 percent of incurred expenditures.

Since the financing rates are set prospectively, the actuarial status of
the Part B account could be affected by variations between assumed
cost increases and subsequent actual experience. To test the status of
the account under varying assumptions, a lower growth range
projection and an upper growth range projection were prepared by
varying the key assumptions for 2009 and 2010. These two
alternative sets of assumptions provide a range of financial outcomes
within which the actual experience of Part B might reasonably be
expected to fall under current law. The values for the lower and upper
growth range assumptions were determined from a statistical
analysis of the historical variation in the respective increase factors.

This sensitivity analysis differs from the low-cost and high-cost
projections discussed previously in this section in that this analysis
examines the variation in the projection factors in the period for
which the financing has been established (2010 for this report). The
low-cost and high-cost projections, on the other hand, illustrate the
financial impact of slower or faster growth trends throughout the
short-range projection period.

Table III.C13 indicates that, under the lower-growth-range scenario,
account assets would exceed liabilities at the end of December 2010
by a margin equivalent to 27.7 percent of the following year’s
incurred expenditures. Under the upper-growth-range scenario,
account assets would still exceed liabilities, but by a margin of
14.7 percent of incurred expenditures in 2010. Under either scenario,
assets would be sufficient to cover outstanding liabilities. However, if
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the higher growth range scenario were actually to materialize, then
subsequent financing rates would have to be adjusted to maintain an
appropriate contingency level in the account. A combination of the
conditions assumed in the higher growth range scenario and a
legislative override of the scheduled physician payment reduction
would necessitate a sharper increase in premium and general
revenue financing. Figure I11.C4 shows the reserve ratio for historical
years and for 2010 under the three cost growth scenarios.

Table 111.C13.—Actuarial Status of the Part B Account in the SMI Trust Fund
under Three Cost Sensitivity Scenarios for Financing Periods
through December 31, 2010
As of December 31, 2008 2009 2010

Intermediate scenario:
Actuarial status (in millions)

Assets $59,382 $75,545 $59,148
Liabilities 12,119 13,775 14,409
Assets less liabilities 47,263 61,770 44,740
Ratio’ 22.8% 28.0% 20.9%

Low-range scenario:
Actuarial status (in millions)

Assets $59,382 $75,545 $67,139
Liabilities 12,119 13,273 13,543
Assets less liabilities 47,263 62,272 53,596
Ratio’ 23.4% 30.1% 27.7%

Upper-range scenario:
Actuarial status (in millions)

Assets $59,382 $75,545 $50,222
Liabilities 12,119 14,257 15,379
Assets less liabilities 47,263 61,288 34,842
Ratio’ 22.3% 26.0% 14.7%

"Ratio of assets less liabilities at the end of the year to the total incurred expenditures during the
following year, expressed as a percent.
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Figure 11l.C4.—Actuarial Status of the Part B Account in the SMI Trust Fund
through Calendar Year 2009
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Note: The actuarial status of the Part B account in the SMI trust fund is measured by the ratio of
(i) assets minus liabilities at the end of the year to (ii) the following year’s incurred expenditures.

Based on the tests described above, the Trustees conclude that the
financing established for the Part B account for calendar year 2010 is
adequate to cover 2010 expected expenditures and to maintain the
financial status of the Part B account in 2010 at a satisfactory level.
The 2010 reserve ratio is subject to a greater than usual degree of
uncertainty as a result of likely legislation to override the negative
physician payment scheduled for December 2010.

c. Long-Range Estimates

In the prior section, the expected operations of the Part B account
over the next 10 years were presented. In this section, the long-range
expenditures of the account are examined under the intermediate
assumptions. As noted, Part B expenditures after 2009 are
substantially understated, and of limited usefulness, due to the large
current-law physician payment reductions for December 2010
through 2012. This problem is compounded by the significant
likelihood that productivity adjustments to other Medicare price
updates for 2011 and thereafter will not be feasible in the long term.
The projections in this report do not include any potential secondary
impacts resulting from these two types of large current-law payment
reductions. Due to its automatic financing provisions, the Part B
account is expected to be adequately financed into the indefinite
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future, so a long-range analysis using high-cost and low-cost
assumptions is not currently conducted. However, the potential
understatement of projected future Part B costs is illustrated by
reference to an illustrative alternative to current law that assumes
that physician payment rates are updated by the Medicare Economic
Index and that the productivity adjustments to other payment
updates are gradually phased out after 2019. No endorsement of the
theoretical changes by the Trustees, CMS, or the Office of the
Actuary should be inferred.

Table II1.C14 shows the estimated Part B incurred expenditures
under the intermediate assumptions expressed as a percentage of
GDP for selected years over the calendar-year period 2009-2080.53
The 75-year projection period fully allows for the presentation of
future trends that may reasonably be expected to occur, such as the
impact of the large increase in enrollees after 2010 when the baby
boom generation will begin to receive benefits.

Table 1ll.C14.—Part B Expenditures (Incurred Basis) as a Percentage
of the Gross Domestic Product’

Calendar year Part B expenditures as a percentage of GDP
2009 1.45%
2010 1.49
2011 1.39
2012 1.39
2013 1.40
2014 1.42
2015 1.43
2016 1.44
2017 1.47
2018 1.51
2019 1.56
2020 1.61
2025 1.87
2030 2.10
2035 2.24
2040 2.30
2045 2.32
2050 2.33
2055 2.35
2060 2.39
2065 242
2070 2.45
2075 2.46
2080 247

"Expenditures are the sum of benefit payments and administrative expenses.

Part B costs per enrollee after the initial 10-year period are assumed
to increase at rates consistent with the current-law SGR payment
system for physicians, the slower price updates under the ACA for

53These estimated incurred expenditures are for benefit payments and administrative
expenses combined, unlike the values in table III.C9, which express only benefit
payments on a cash basis as a percentage of GDP.
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most other categories of Part B providers, and the full price updates
for services not affected by the update adjustments (for example,
payments for physician-administered prescription drugs). The basis
for these assumptions is described in sections I1.C and IV.D. Based on
these assumptions and the projected demographic changes, incurred
Part B expenditures as a percentage of GDP would increase from
1.45 percent in 2009 to 2.47 percent in 2080. Under the illustrative
alternative analysis, Part B expenditures would instead increase to
5.12 percent in 2080.

This report focuses on the 75-year period from 2010 to 2084 for the
evaluation of the long-range financial status of Part B on an open-
group basis (that is, including past, current, and future participants).
Table II1.C15 shows that because of the automatic financing of
Part B, there is no unfunded obligation.

In section III.B of this report, a projection of HI revenues and
expenditures is presented that extends beyond the normal 75-year
projection period, to illustrate costs and revenues over an infinite
horizon. Tables ITI.C15 and III.C16 present corresponding estimates
for Part B that extend to the infinite horizon. The extension assumes
no change to current law, and the demographic and economic trends
used for the 75-year projection continue indefinitely except that
average Part B expenditures per beneficiary are assumed to increase
at the same rate as GDP per capita, minus the 1.1-percent
productivity adjustments assumed under current law for affected
provider payment updates, beginning in about 2085.

Table ITII.C15 shows an estimated present value of PartB
expenditures through the infinite horizon of $29.1 trillion, of which
$17.7 trillion would occur during the first 75 years. Because such
amounts, calculated over extremely long horizons, can be difficult to
interpret, they are also shown as percentages of the present value of
future GDP. Both figures are 2.1 percent of GDP. The table also
indicates that approximately 27 percent of expenditures for each time
period would be financed through beneficiary premiums and less than
0.3 percent financed through fees collected related to brand-name
prescription drugs. The remaining 73 percent is paid by general
revenues, as mandated by current law.
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Table 11l.C15.—Unfunded Part B Obligations from Program Inception
through the Infinite Horizon
[Present values as of January 1, 2010; dollar amounts in trillions]

As a
percentage
Present value of GDP
Unfunded obligations through the infinite horizon' $0.0 0.0%
Expenditures 29.1 2.1
Income 29.1 21
Beneficiary premiums 7.9 0.6
General revenue contributions 211 15
Fees related to brand-name prescription drugs 0.1 0.0
Unfunded obligations from program inception through 2084" 0.0 0.0
Expenditures 17.7 2.1
Income 17.7 21
Beneficiary premiums 4.8 0.6
General revenue contributions 12.9 1.5
Fees related to brand-name prescription drugs 0.1 0.0

"Present value of future expenditures less income, reduced by the amount of trust fund assets at the
beginning of the period.

Notes: 1. The present values of GDP for 2010-2084 and for 2010 through the infinite horizon are
$843.3 trillion and $1,404.4 trillion, respectively. See note 2 of table 111.B10.
2. Totals do not necessarily equal the sums of rounded components.

Table ITI.C16 shows corresponding present values separately for
current versus future beneficiaries. As indicated, about 51 percent of
the total, infinite-horizon cost is associated with current beneficiaries,
with the remaining 49 percent attributable to beneficiaries becoming
eligible for Part B benefits after January 1, 2010.
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Table 111.C16.—Unfunded Part B Obligations
for Current and Future Program Participants through the Infinite Horizon
[Present values as of January 1, 2010; dollar amounts in trillions]

As a
Present  percentage

value of GDP

Future expenditures less income for current participants $0.1 0.0%
Expenditures 14.8 1.1
Income................ 14.7 1.0
Beneficiary premiums... 4.0 0.3
General revenue contributions 10.6 0.8
Fees related to brand-name prescription drugs 0.0 0.0

Less current trust fund

(Income minus expenditures to date for past and current participants).......... 0.1 0.0
0.0 0.0
14.7 1.0
14.6 1.0
Beneficiary premiums... 3.9 0.3
General revenue contributions . 10.6 0.8
Fees related to brand-name prescription drugs.........ccccceeveeviniieiiieeniieenns 0.0 0.0
Plus expenditures less income for future participants for the infinite horizon -0.1 -0.0
Expenditures. 14.3 1.0
Income................ 14.4 1.0
Beneficiary premiums... 3.9 0.3
General revenue contributions 10.5 0.7
Fees related to brand-name prescription drugs ...... 0.0 0.0
Equals unfunded obligations for all participants for the infinite future . -0.1 -0.0
Expenditures 29.0 21
29.0 21
Beneficiary premiums... 7.8 0.6
General revenue contributions 21.0 1.5
Fees related to brand-name prescription drugs 0.0 0.0

This concept is also referred to as the closed-group unfunded obllgatlon

Notes: 1. The estimated present value of GDP for 2010 through the infinite horizon is $1,404.4 trillion.
See note 2 of table [11.B10.
2 Totals do not necessarily equal the sums of rounded components.

Figure III.C5 compares the year-by-year Part B expenditures as a
percentage of GDP for the current annual report with the
corresponding projections from the 2009 report. As indicated, current-
law costs are now estimated to be far lower in most years than those
in the 2009 annual report. By the end of the 75-year period, costs as a
percentage of